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Corporate Indebtedness to Shareholders: 
“Thin Capitalization” and Related 
Problems 
WILLIAM M. GOLDSTEIN 


ise the Internal Revenue Code recognizes the corporation as an 
entity distinct from its shareholders, it must deal with the taxable 
incidents of the variety of economic transactions which take place be- 
tween them, such as sales of property, leases, and loans. Congress 
could provide special treatment for these transactions, but generally 
has not done so.’ The exceptions which have been made involve the 
‘‘controlled’’ corporation, that which most nearly approximates the 
alter ego of its dominant shareholder (or his family).? The fact that 
there is no special treatment of many aspects of corporate indebted- 
ness to shareholders has given rise to an inordinate amount of litiga- 
tion, resulting in a plethora of conflicting judicial opinions, a vast 
body of legal literature, and several proposals for legislative action. 

An ideal tax structure would impose taxes uniformly on the basis 
of economic relationships between parties. But these relationships 
can only be defined through the use of words, and this necessity 
has, in turn, sown the seeds of litigation. Taxpayers who formalize 
their relationships with words creating tax advantage come into con- 
flict with the Government, which argues that economic realities, not 
words, must determine tax consequences. The issue is thus joined on 
the question whether the actual economic relationships conform to 
the words which the taxpayer used to describe them. 

Interest on indebtedness, for example, has been defined as ‘‘com- 
pensation for the use of forbearance of money.’’* To the sole pro- 


Witu1aM M, Goupstein (A.B., Princeton, 1957; LL.B., Harvard Law School, 1960) is 
law clerk to Judge William H. Hastie of the United States Court of Appeals for the Third 
Circuit. 

1 The reference is to the types of transactions which would occur if there were no corpora- 
tions and which do occur among individuals and between corporations and non-shareholders 
today. Transactions such as redemptions, dividends, and liquidations, which arise only be- 
cause corporations exist, are, of course, specifically treated by the Code. 

2 See, e.g., I.R.C. §§ 267 and 1239 (1954). 

8 Deputy v. Dupont, 308 U.S. 488, 498 (1940). 
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prietor who needs working capital from outside sources, the cost of 
‘thiring money’’ resembles that of renting a building or truck. The 
situation is the same when a corporation borrows from a bank or in- 
surance company to further its activities. These should be deductible 
expenses. Similarly, the ordinary lender who hires out his money 
and who does not expect to be affected by his debtor’s financial suc- 
cess or failure (short of insolvency) should not be taxed upon repay- 
ment, for this is the simplest case of return of capital. This is equally 
true of the non-shareholder-creditor of a corporation. 

When the corporation’s creditor is also its shareholder, the situa- 
tion becomes more complex. The shareholder participates in the dis- 
tribution of the }::oceeds earned by the money he advances regard- 
less of whether *!\e advance takes the form of a loan or a contribu- 
tion to capital. © nce it is often a matter of indifference to the share- 
holder-creditor, for non-tax purposes,* whether his contribution is 
labelled debt or equity and since the tax statute offers distinct ad- 
vantages to the debtor-creditor relationship, tax counsel have long 
advised the creation of shareholder debt. 

The deduction for interest on indebtedness has appeal to all cor- 
porations and has led to a steady decline in the issuance of preferred 
stock even among the widely-held variety.® Although this trend has 
been the subject of serious criticism in itself,® there are natural and 
stringent market checks on borrowing by widely-held corporations.’ 
The problems of definition posed in this article thus become most 
acute when there is no external check on the ratio of debt to equity in 
a corporation,’ i.e., in the case of shareholder debt in the close corpo- 
ration. 


4 An exception may be the case where it is desirable to show a large equity investment on 
the balance sheet to attract outside credit or satisfy a government agency. This has led 
some corporations to label the certificate ‘‘ preferred stock’’ and still claim an interest de- 
duction for ‘‘dividends’’ paid. See, e.g., Milwaukee & Suburban Transport Corp., 18 TCM 
1039 (1959), aff’d, 60-2 U.S.T.C. § 9741 (7th Cir. 1960) (Public Service Commission). 

5 See Lent, Bond Interest Deduction and the Federal Corporation Income Taz, 2 Nat’L 
Tax J. 131 (1949). In the widely-held corporation the bondholders are almost always a dif- 
ferent group from the common shareholders, and the overlaps which may exist are not usu- 
ally significant enough to raise the problems to be discussed with respect to indebtedness to 
shareholders of the close corporation or controlled subsidiary. 

6 Id. at 132-133; Hearings on Advisory Group Recommendations on Subchapters C, J, 
and K of the Internal Revenue Code Before the House Committee on Ways and Means, 86th 
Cong., Ist Sess. 859, 862-863 (1959) (Statement of Bodine and Satterlee). 

1 See Bittker, Thin Capitalization: Some Current Questions, 34 Taxes 830, 831 (1956) ; 
Spanbock, Carro, and Katz, Nourishing the Thin Corporation, 34 TAxEs 687, 688 (1956) ; 
ef. Silberman, How Much Can Business Borrow?, 53 FortTuNE 131, 155-156 (1956). 

8 Modern corporation statutes have negligible impact since they usually require either 
no or nominal minimum capital. See, e.g., Det. CopE ANN. tit. 8, § 154 (1953). Regulated 
public utilities seem to be an exception, however. See note 4 supra. 
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At the extremes, the definitional problems seem easy. ‘‘It is often 
said that the essential difference between a creditor and a stock- 
holder is that the latter intends to make an investment and take the 
risks of the venture, while the former seeks a definite obligation, pay- 
able in any event.’’*® The creditor is owed a ‘‘debt’’ and receives 
‘interest on indebtedness.’’ Money and property paid into the cor- 
poration by a shareholder as a shareholder is either evidenced by a 
certificate called ‘‘stock’’ or is a ‘contribution to capital.’’ ‘‘Securi- 
ties’’ are certificates which evidence long-term debt, and ‘‘other 
property’’ is anything of value other than ‘‘stock or securities.’’ 
Finally, a ‘‘sale’’ is a transfer of property to a corporation for 
‘‘other property.’’ 

The trouble with these facile definitions of debt and equity is that 
each term is so broad as to include a great variety of relationships, 
and the terms themselves blend into each other at several points. On 
the equity side, corporate accounting includes everything from ‘‘con- 
tributions to capital,’’ which may be recorded as donated or paid-in 
surplus, to preferred stock, which is limited as to dividends and on 
liquidation, but which provides for an assets preference and the 
right to cumulative dividends, and which may even require a sinking 
fund and retirement on a fixed date. The debt side includes every- 
thing from open account advances to long-term, funded bonds. If it 
is the shareholder who ‘‘takes the risks of the venture,’’ it is equally 
he who shares the rewards of success—he is the true ‘‘equity’’ 
holder. Viewed in this light, the preferred ‘‘shareholder’’ described 
above takes a minimum risk and is severely restricted in his share of 
the profits, 7.e., he approaches identity with the creditor who admit- 
tedly incurs some risk and is also limited as to his return. If the 
creditor holds ‘‘debentures’’ which are subordinated to other credi- 
tors and is entitled to interest only out of earnings, he and the pre- 
ferred shareholder may be indistinguishable.”® It is not only the 
anomalous position of preferred stock which may tax the powers of 
definition. An ‘‘advance’’ to a close corporation where the share- 
holder-creditor has little expectation of repayment unless the ven- 
ture succeeds may be similarly indistinguishable from a ‘‘contribu- 
tion to capital.’’ 

The question whether an alleged debtor-creditor relationship be- 
tween a corporation and its shareholders is more realistically char- 


9 Comm’r v. Meridian & Thirteenth Realty Co., 132 F.2d 182, 186 (7th Cir. 1942). 

10 The one remaining significant difference may be the right to demand payment of the 
principal at a fixed date. Even this may be unimportant in the case debt held pro rata by 
shareholders, however, since they will not usually foreclose their debts unless liquidation is 
otherwise desirable. 
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acterized as an equity interest may arise in a variety of situations 
under the 1954 Code. This article will first treat in detail the five 
major areas which have produced the most litigation and comment. 
They are: (1) the deduction for interest on indebtedness; (2) repay- 
ment of the ‘‘loan’’; (3) losses incurred when the corporation fails ; 
(4) the corporation’s basis in property ‘‘sold’’ to it by shareholders ; 
and (5) payments for property ‘‘sold’’ to a corporation by share- 
holders. Next, the article will briefly consider other cases in which 
the debt versus equity question has been litigated and list some situ- 
ations which could raise the basic issue, but which have not yet done 
so. The concluding sections will deal with various legislative pro- 
posals and will recommend certain statutory changes. 


I. Tue Depuction For ‘‘ INTEREST . . . ON INDEBTEDNESS’’ 


Section 163(a) allows a deduction for ‘‘interest paid or accrued 
within the taxable year on indebtedness.’’™ The issue is thus whether 
an alleged interest payment from a corporation to its shareholder 
falls within this section or is in reality a ‘‘distribution of property 

. . with respect to its stock’’ under section 301(a), taxable as a 
dividend under sections 301(c) and 316, to the extent of the corpora- 
tion’s earnings and profits. 

The legislative history of section 163(a) bears directly upon the 
possible non-recognition of corporate debt for interest deduction 
purposes. The Revenue Act of 1909 provided that a corporation 
could take a deduction for: 

... interest actually paid within the year on its bonded or other indebted- 
ness to an amount of such bonded and other indebtedness not exceeding the 


paid-up capital stock of such corporation . . . outstanding at the close of the 
year. 


In the Revenue Act of 1913 Congress grew more liberal, limiting the 
deduction to : 


... the amount of interest accrued and paid within the year on its indebted- 
ness to an amount of such indebtedness not exceeding one half of the sum of 
its interest bearing indebtedness and its paid-up capital stock outstanding at 
the close of the year... . 


11 The only significant exception relevant to this paper is found in section 267 (a) (2) and 
(b) (2) (1954) which disallows the deduction if the interest is not paid within the corpora- 
tion’s taxable year or within two and one-half months thereafter and if the creditor is also 
a 50 per cent shareholder who would not have to accrue the interest income under his tax 
accounting method. For stock attribution rules under this section, see section 267(c). 

12 Revenue Act of 1909, ch. 6, § 38(2d), 36 Stat. 113. 
18 Revenue Act of 1913, ch. 16, § IIG(b), 38 Stat. 173. 
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The Revenue Act of 1916 evidenced a further change in the permis- 
sible deduction to: ** 

The amount of interest paid within the year on its indebtedness to an 
amount of such indebtedness not in excess of the sum of (a) the entire amount 
of the paid-up capital stock outstanding at the close of the year . . . and (b) 
one-half of its interest-bearing indebtedness then outstanding. . . . 

Thus, a corporation with $50,000 in paid-up capital stock and 
$200,000 in five per cent bonds could have deducted $2,500 in 1909, 
$6,250 in 1913, and $7,500 in 1916, but never the full amount of the 
$10,000 actually paid. In 1918, with the advent of the excess profits 
tax, which did not include borrowed capital in the computation of a 
corporation’s ‘‘credit,’’ Congress thought it only fair to remove all 
limitations upon the corporation’s interest deduction.» Therefore 
the Revenue Act of 1918 allowed the deduction by employing the ex- 
act words used now in section 163(a).'* Though the excess profits tax 
has come and gone again on several occasions, the language of the 
1918 Act has continued in effect. 

Clearly, this statutory history suggests no special treatment of the 
shareholder-creditor because the limitations applied to all corporate 
debt. It does reflect, however, a Congressional policy of achieving 
some uniformity among corporations in the relative amount of in- 
terest deductions available and represents an attempt to keep the de- 
duction from completely offsetting corporate earnings. But it should 
be noted that the ratio of interest-bearing debt to equity was of little 
significance under the 1913 and 1916 statutes, since each new dollar 
of debt continued to create further deductions without limit. Perhaps 
the most important aspect of these early statutes is that they clearly 
showed the feasibility of limiting the deduction for interest on in- 
debtedness regardless of whether the indebtedness was given full 
recognition in other parts of the tax statute. 

The interest deduction is the only one of the five major areas where 
the problem of debt versus equity must be faced in widely-held as 
well as close corporations. Because the common shareholders in a 
widely-held corporation are only coincidentally and insignificantly 
creditors of the corporation as well,” a redemption of the alleged 


14 Revenue Act of 1916, ch. 463, § 12(a) (3d), 39 Stat. 768. The same formula was retained 
in the Revenue Act of 1917, ch. 63, § 1207(1), 40 Stat. 334. For an amusing discussion of the 
1916 Act’s provision, see 53 Conc. REc. 10656 (1916). 

15 See H. R. Rep. No. 767, 65th Cong., 2d Sess. 12-13 (1918), 1939-1 Cum. BuLu. (Part 
2) 94, 

16 Revenue Act of 1918, ch. 18, § 234(a) (2), 40 Stat. 1077, by reference to § 214(a) (2), 
40 Stat. 1066. 

17 The one major exception—the distribution of debt instruments to common shareholders 
as a dividend or in a recapitalization or other reorganization—will be discussed infra. 
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debt instruments, be they true debt or preferred stock, will not be 
deemed essentially equivalent to a dividend, nor are pro rata ad- 
vances or sales of depreciable property to such a corporation the 
usual shareholder practice. As to the interest deduction, however, 
the classification of hybrid instruments may present a problem even 
in the most widely-held corporations. If the alleged debt instruments 
are held by non-shareholders and provide for fixed interest payments 
and a fixed maturity date, there can be little reason to doubt the bona 
fides of the debtor-creditor relationship. The ‘‘outsider’’ has no per- 
sonal interest in the ultimate success of the corporation and will pur- 
sue his remedies if either interest or principal payments are in de- 
fault. Thus the relatively few difficult problems of classification of 
payments to non-shareholders are presented by instruments calling 
for interest out of earnings only ** or lacking a fixed maturity date. 
In the overwhelming majority of cases the interest deduction goes 
unchallenged when claimed by a widely-held corporation, and even 
when litigation arises these corporations usually succeed in justify- 
ing the questionable provisions in their hybrid instruments. 

Therefore, even with respect to the interest deduction, the most 
important and most difficult problems arise in close corporations 
whose questionable debt is held by shareholders, and held directly 
in proportion to their equity interests. It is in this situation that the 
deduction offers the greatest possible tax benefits, but, perhaps con- 
comitantly, is subject to the greatest risk of disallowance. The share- 
holder’s personal tax is very little affected by whether debt or equity 
financing is used,’ while the corporation obtains considerable bene- 
fits from the interest deduction. Even the fact that a high debt-equity 
ratio discourages outside lenders may prove an ineffectual deterrent 
to debt financing because the shareholder’s customary willingness 
to subordinate his debt assuages the outsiders’ fears. 





A. Importance or Pro Rata Hoipine 


It is only in the case of pro rata holding of debt and equity that 
maximum incentive to issue debt exists. This is because a 20 per cent 
shareholder with 70 per cent of the debt securities receives only one- 
fifth of the benefits from the corporation’s tax saving, is dependent 
upon the other shareholders for dividends, and thinks much more 


18 The use of ‘‘income’’ bonds and debentures is common practice in the railroad indus- 
try. See Hearings, note 6 supra, at 812, 815 (Association of American Railroads, Analysis 
of the Proposed Amendments). 

19 If the shareholder receives ‘‘dividends’’ rather than ‘‘interest,’’ he is entitled to a 
$50 exclusion under section 116 (1954) and a four per cent credit under section 34 (1954). 
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like a creditor when things go badly and defaults occur. As the in- 
vestment pattern moves further and further away from strict pro 
rata holding, the investor who holds a disproportionate amount of 
debt securities progressively loses his identity with the sharehold- 
ers’ interests. He is less likely to subordinate his debt, at least his 
‘*excess’’ debt; he is more likely to foreclose upon a default in in- 
terest payments; and he is less likely to agree to a reissuance of new 
debt when the old falls due. In short, in the absence of pro rata hold- 
ing of debt and equity, there is much less reason to question the bona 
fides of the debtor-creditor relationship. This absence does not in- 
sure the allowance of the deduction,” but it may be sufficient to over- 
come other factors, such as ‘‘thin capitalization.’’ ** 

The simplest case of pro rata is that of debt held by a sole share- 
holder. It is difficult to conceive of circumstances where he would act 
as creditor so as to hurt his position as shareholder. The same is 
true, regardless of the number of shareholders, if they each hold the 
same percentage of shareholder debt and equity, although a minority 
holder of both debt and equity might use his potential rights as a 
creditor as a means to reinforce his normal voting power. Slight 
variations from strict proportionality do not seem to matter. More 
importantly, recent cases have looked to the family as a unit to deter- 
mine whether there is in fact pro rata holding. Thus, where a hus- 
band, acting as trustee of trusts for the benefit of his wife and chil- 
dren, ‘‘loaned’’ $257,600 to a corporation in which his wife was the 
sole shareholder, the Court was unimpressed by the claim of no pro 
rata holding, but stressed instead that the lender was both the share- 
holder’s husband and the president of the corporation.” In another 
case where the deduction was disallowed, proportionate holdings 
were present if a mother and daughter were viewed as a unit.” It 
seems that although the formal attribution rules of section 318 are 
not expressly applicable, the Tax Court, at least, will look through 
variations within the family to find true identity of interest. Fur- 

20 The Colony, Inc., 26 T.C. 30 (1956), aff’d on other issues, 244 F.2d 75 (6th Cir. 1957), 
rev’d on other issues, 357 U.S. 28 (1958). 

21 Leach Corp., 30 T.C. 563 (1958) ; cf. Choctaw, Inc., 12 TCM 1393 (1953). 

22 Zephyr Mills, Inc., 18 TCM 794 (1959). Other important facts were that there was 
only $500 in capital stock, the rate of interest was 12 per cent, and when the husband died 
after the tax years in question, his wife became trustee and his son was elected president 
of the corporation. See also O. H. Kruse Grain & Milling v. Comm’r, 279 F.2d 123 (9th Cir. 
1960) (husband and wife lumped together). 

28 Wilbur Security Co., 31 T.C. 938 (1959), aff'd, 279 F.2d 657 (9th Cir. 1960). See also 
Ryan Contracting Corp., 15 TCM 999 (1956). 

24 See Gloucester Ice & Cold Storage Co., 19 TCM 1015 (1960). For an interesting varia- 


tion of the usual pattern, see Airlene Gas Co. v. United States, 58-2 U.8.T.C. 7 9805 (D.Ky. 
1958), where the alleged indebtedness was to another corporation owned proportionally by 
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thermore, courts will look through an arrangement whereby the 
shareholders and bondholders appear to be unrelated groups if they 
in fact have worked out an arrangement to divide corporate earnings 
through interest payments, premiums, and redemptions.”® 

Still further problems are presented in considering the time when 
pro rata holding becomes important. In R. C. Owen Co. v. United 
States,” a father and his two sons were issued stock and debt securi- 
ties pro rata at the time of incorporation, but in the following year 
the father first traded some of his stock (he held 72 per cent) for 
some of the sons’ ‘‘debentures’’ and then transferred the remainder 
to a trust for his grandchildren. During the tax years in question, the 
father held only ‘‘debentures,’’ but the Court nevertheless denied 
the interest deduction, stressing the pro rata nature of the original 
distribution. In Royalty Service Corp. v. United States," however, 
the Court, in upholding the deduction, stressed the fact that the 
holder of 45 per cent of the original indebtedness held no stock until 
two and one-half years after the incorporation and that he never 
held any voting stock. It further relied upon the fact that the two 
shareholders held their notes and preferred stock pro rata in only 
two of the seven years until the initial debt was paid. 

One type of pro rata indebtedness which could be of great impor- 
tance to widely-held as well as close corporations is the indebtedness 
of a wholly-owned subsidiary corporation to its parent. The tax- 
saving possibilities are minimized in this type of case by the fact 
that the parent would get an 85 per cent deduction for dividends 
received if it held only stock in the subsidiary.** Nevertheless, the 
parent and subsidiary, viewed as a unit are better off if the subsidi- 
ary can deduct 100 per cent of the payments to its parent as ‘‘in- 
terest’’ even though the parent loses its dividends received deduc- 
tion.” 

The tax-saving possibilities are increased where, as in the leading 
case of Kraft Fcods Co. v. Commissioner,® the subsidiary is a pros- 
pering operating company and the parent is a holding company oper- 
ating at a loss. Prior to 1934, National Dairy Co. and its wholly- 
owned subsidiary, Kraft Foods Co., had used consolidated returns 





the shareholders of the debtor corporation. The Court did not discuss possible attribution 
and held for the taxpayer on other grounds. 

25 Aldon Homes, Inc., 33 T.C. 582 (1959). 

26 180 F.Supp. 369 (Ct.Cl.), cert. denied, 363 U.S. 819 (1960). 

27178 F.Supp. 216 (D.Mont. 1959). 

28 See I.R.C. § 243 (1954). 

29 The net saving is 7.8 per cent on each dollar paid by the subsidiary to the parent as 
‘*interest,’’ i.e., 52 per cent of 15 per cent. 

30 21 T.C. 513 (1954), rev’d, 232 F.2d 118 (2d Cir. 1956). 
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properly to reflect the unit’s net income. When Congress took this 
privilege away in that year, the taxpayer devised a method by which 
it could continue to take advantage of its parent’s losses. It declared 
a ‘‘dividend”’ of thirty $1,000,000 six per cent debentures, payable in 
1948. The taxpayer deducted $1,800,000 as ‘‘interest’’ each year 
until 1941 when, at the subsidiary’s request, the parent agreed to a 
reduction of the interest rate to four per cent. When the debentures 
fell due in 1948, new four per cent debentures were issued in pay- 
ment. Noting that the dividend could never be paid in cash or prop- 
erty short of liquidation, and that the parent was completely free to 
choose between interest and dividends as a means of obtaining the 
subsidiary’s earnings and profits, the Tax Court sustained the dis- 
allowance of the interest deduction.” 

Upon the taxpayer’s appeal, the Court of Appeals for the Second 
Circuit was confronted by its prior language in Prudence Securities 
Corp. v. Commissioner: ** 


... A corporation, ordinarily, cannot in a real sense become a creditor of 
one of its own incorporated departments. . . . While there are perhaps con- 
ceivable circumstances in which accruing interest on bonds of a wholly owned 
subsidiary held by its parent company might be deductible from the sub- 
sidiary’s gross income, certainly when the government chooses to assail the 
transaction a deduction cannot be permitted. 


Undaunted, the Court of Appeals found that the best evidence of the 
intent to create a true debt was the taxpayer’s knowledge that only 
a bona fide debt would permit the interest deduction.** The Court 
went on to dismiss arguments based on the parent-subsidiary rela- 
tionship,®* the absence of a new capital contribution,* ‘‘ thin capital- 


81 The source of this ‘‘dividend’’ was the acquired surplus account created when assets 
were transferred to Kraft in a D reorganization. Although the taxpayer simultaneously cre- 
ated a $13,000,000 revaluation surplus, earned surplus remained approximately $593,000 
before and after the ‘‘ dividend.’’ 

32 The Court stated that its finding that the sole purpose of issuing the debentures was 
obtaining a tax deduction did not end the case but was a factor in its decision. Kraft 
Foods Co., 21 T.C. 513, 596-597 (1954). 

83 135 F.2d 340, 341 (1943) (per curiam, L. Hand, A. Hand, and Frank, JJ.). The Court 
likened the claimed deduction to one for interest accrued on unissued bonds. 

84 Under this test, it would seem that Mrs. Gregory should have prevailed, since she un- 
doubtedly wanted a real reorganization for the same reason the Kraft Company wanted 
real debt. But cf. Gregory v. Helvering, 293 U.S. 465 (1935). 

85 The Court of Appeals found that the Tax Court had misread the Prudence Securities 
case. Kraft Foods Co. v. Comm’r, 232 F.2d 118, 125 (2d Cir. 1956). It also found that Con- 
gress’ intent in repealing the consolidated return provisions was to establish the separate- 
ness of parent and subsidiary for all purposes, including debts. Id. at 124. Whatever force 
this argument may have had in Kraft Foods Co. seems dissipated today by the presence of 
the consolidated returns privilege in sections 1501 through 1505 (1954). 

36 See discussion pp. 22-23 infra. 
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ization,’’ ** and the absence of a business purpose; * it held for the 
taxpayer. Judge Clark’s vehement dissent suggested that the major- 
ity had opened Pandora’s box: *° 


... Surely the process whereby the taxpayer has supplemented its product 
——cheese—by a marvellous by-product—the pure gold of tax avoidance—will 
stimulate imitators. 


It is not known if Judge Clark’s prediction has come true, but if 
Kraft Foods serves as a controlling precedent, it would seem desir- 
able, from the tax-saving point of view, to have existing subsidiaries 
issue debt securities to their parents *° or to create new subsidiaries 
for this purpose.** 


B. ‘‘Hysprw’’ Securities 


In interest deduction cases, an important concern is often whether 
the instruments involved contain the provisions necessary to evi- 
dence a debtor-creditor relationship or whether, on the contrary, 
they are more realistically characterized as preferred or some other 
type of stock. As noted above, this process of categorizing ‘‘hybrid”’ 
securities is common to both shareholder and non-shareholder debt. 

Two cases on this problem have reached the Supreme Court and 
were decided in the same opinion. In John Kelley Co. v. Commis- 
sioner,*” all of the common stock of the taxpayer was held by Mr. and 
Mrs. Kelley. Mr. Kelley held his stock individually and as trustee of 
a trust established by his sister. Eleven hundred and twenty-four 
shares of preferred stock were held by Mr. Kelley, as trustee, and by 
his sister, as trustee of trusts set up by Mr. Kelley. In 1937, as part of 
a recapitalization of the taxpayer, the issuance of $250,000 eight per 
cent ‘‘income debenture bonds’’ was authorized. The bonds were 
offered under a trust indenture in exchange for preferred stock at 
the rate of $102 in bonds per share of stock. The ‘‘extra’’ bonds were 


87 See discussion pp. 18-21 infra. 

38 See discussion pp. 23-25 infra. 

89 Kraft Foods Co. v. Comm’r, 232 F.2d 118, 129 (2d Cir. 1956). 

40 But cf. Gregg Co. v. Comm’r, 239 F.2d 498 (2d Cir. 1956), affirming 23 T.C. 170 
(1954). The Commissioner’s disallowance of the deduction by the subsidiary was upheld, 
Kraft Foods being distinguished on the grounds that hybrid securities were involved in 
Gregg Co. 

41 Quaere whether section 269 (1954) might be of any help to the Commissioner in dis- 
allowing the deduction by a newly ‘‘acquired’’ subsidiary? That section has been held to 
enable the Commissioner to disallow a surtax exemption claimed by an acquired subsidiary. 
James Realty Co. v. United States, 176 F.Supp. 306 (D.Minn. 1959) ; cf. Coastal Oil Storage 
Co. v. Comm ’r, 242 F.2d 396 (4th Cir. 1957). The meaning of ‘‘ acquired’? in section 269 is 
far from clear, however. 

42 326 U.S. 521 (1946). 
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offered for sale to the shareholders for the stated purpose of provid- 
ing capital to expand the corporation’s business. Mr. Kelley and his 
sister served as officers, directors, and trustees under the indenture. 
The exchange was made July, 1937, and the wife and sister sub- 
scribed for some of the ‘‘extra’’ bonds. Payments on these subscrip- 
tions were made by offsetting dividends which were payable to the 
wife or to Mr. Kelley as trustee. The Commissioner disallowed in- 
terest deductions claimed by the taxpayer for 1937-1939. 

The bonds were payable on December 31, 1956; the eight per cent 
interest was non-cumulative and payable only out of income; and the 
bonds were expressly subordinate to all non-shareholder debt. If an 
interest payment were not made when earned, and if 25 per cent of 
the bondholders so requested, the trustee was required to give notice 
to the corporation, which then had to pay within two years in order 
to prevent the acceleration of the maturity date. The corporation 
covenanted to place no mortgage on its property while the bonds 
were outstanding. The Tax Court, especially impressed by the for- 
mal provisions relating to defaults, held for the taxpayer.** The 
Court of Appeals for the Seventh Circuit reversed, characterizing 
the recapitalization as a ‘‘flimsy scheme’’ and ‘‘hocus-pocus,’’ and 
held that the ‘‘bonds’’ obviously represented risk capital.** It found 
them to be preferred stock in every respect but the fixed maturity 
date, which it deemed not controlling. 

In Talbot Mills v. Commissioner,® all but ten of 5,000 shares of the 
par value of $100 were owned by the Talbot family. In a 1939 recapi- 
talization, each shareholder surrendered four-fifths of his stock and 
received a proportional share of $400,000 in ‘‘registered notes’’ in 
return. The notes matured in 25 years; interest payments were cu- 
mulative, variable from two to ten per cent depending on earnings, 
and could be deferred until maturity by the board of directors; the 
board of directors could subordinate the notes ; no mortgage could be 
placed upon the corporation’s property unless 60 per cent of the 
bondholders consented; and a similar 60 per cent could extend the 
maturity date, alter the rate of interest, lower the face value, or va- 
cate a prior subordination. The notes were transferable, and a few in 
fact were transferred but only within the family. The notes were sub- 
ordinated to three bank loans which the noteholders guaranteed. The 
Tax Court considered that the variable rate of interest, the defer- 
ability of its payment, the absence of default provisions, and the fact 

43 John Kelley Co., 1 T.C. 457 (1943). 


44 John Kelley Co. v. Comm’r, 146 F.2d 466 (7th Cir. 1944) (Minton, J.). 
45 326 U.S. 521 (1946). 








12 TAX LAW REVIEW [Vol. 16: 


that the transaction was ‘‘exclusively an exchange’’ distinguished 
Talbot Mills from Kelley to the taxpayer’s disadvantage. It held for 
the Commissioner,** and the Court of Appeals for the First Circuit 
affirmed.** 

The Supreme Court disposed of the two cases in one opinion. It 
distinguished Gregory v. Helvering,** uttered a dictum about inade- 
quate capitalization,*® said no one factor is controlling,®® and found 
that facts existed to support the Tax Court’s conclusion as to the 
nature of the securities in each case. This was as far as it had to go, 
for like the Court of Appeals for the First Circuit before it, the 
Supreme Court held Dobson v. Commissioner ™ to be controlling. It 
interpreted that case as holding that Tax Court decisions are ‘‘final’’ 
on all issues but clear-cut questions of law, and went on to state that 
mixed questions like ‘‘stock’’ versus ‘‘bonds”’ and ‘‘interest’’ versus 
‘*dividends’”’ are not in that latter category. It therefore reversed 
Kelley and affirmed Talbot Mills. 

The Dobson rule played a significant part in ‘‘ hybrid securities’’ 
cases for many years, although its applicability was not universally 
accepted. Justice Rutledge, dissenting, thought the rule had been 
misused in Kelley and Talbot Mills, and stated that the Tax Court 
should be free to go either way in close cases but not opposite ways 
on almost identical facts.** In any event, the chief function of the 
‘‘rule’’ in interest deduction cases was to prevent the Courts of 
Appeals from contributing any helpful opinions. Section 7482(a) of 
the 1954 Code discarded the Dobson rule.™ 

Over the years, courts have looked to a large number of factors 
in deciding whether a hybrid security is stock or an evidence of in- 





46 Talbot Mills, 3 T.C. 95 (1944). 

47 Talbot Mills v. Comm’r, 146 F.2d 809 (1st Cir. 1944). 

48 293 U.S. 465 (1935). 

49 See discussion p. 18 infra. 

50 The Court of Appeals for the Ninth Circuit regularly lists eleven factors. See, e.g., 
O. H. Kruse Grain & Milling v. Comm’r, supra note 22. 

51 320 U.S. 489 (1943). 

52 There were two dissents in the Kelley case and one in Talbot Mills. 

53 In the Kelley case, Judge Minton thought that only a question of law, based on undis- 
puted documentary evidence, was presented. See John Kelley Co. v. Comm’r, note 44 supra, 
at 467. In Talbot Mills, Judge Magruder, dissenting, also thought a question of law was pre- 
sented, one as to which the Tax Court has no specialized familiarity. See Talbot Mills v. 
Comm ’r, note 47 supra, at 814. 

54 See John Kelley Co. v. Comm ’r, note 42 supra, at 531. 

55 This section provides that Tax Court decisions shall be reviewed by the Courts of Ap- 
peals ‘‘in the same manner and to the same extent as decisions of the district courts in civil 
actions tried without a jury.’’ 
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debtedness. The more important factors, considered in groups, are 
as follows: 

1. The name of the instrument. Litigation in this area has in- 
volved certificates called everything from ‘‘stock’’ or ‘‘preferred 
stock’’ to ‘‘bonds,’’ including such anomalous intermediaries as 
‘*preferred debentures’’ and ‘‘debenture preference stock.’’ One tax 
service lists 34 different names, many of which are involved in cases 
reaching opposite conclusions. Clearly, the name of an instrument 
is not determinative of its true character. A favorable name like 
‘*bonds”’ is of little help to the taxpayer ; a denomination as ‘‘pre- 
ferred stock,’’ however, is some evidence of an intent not to create a 
debt. Nevertheless, even in the latter case, taxpayers have succeeded 
in obtaining the deduction upon showing that the name ‘‘preferred 
stock’’ was used to evade state usury laws, to make the balance 
sheet look better,” or to enable a shareholder to take a dividends re- 
ceived deduction.” 

2. Factors pertaining to the maturity date. It is usually maintained 
that an instrument must provide for a fixed maturity date, or at least 
for ‘‘certainty of payment,’’ * if it is to be considered an evidence of 
indebtedness. But an ‘‘unreasonable’’ maturity date may be as fatal 
as none at all.® Furthermore, if a certain percentage of the ‘‘bond- 
holders’’ may postpone the maturity date, it loses much of its sig- 
nificance as an indication of debt.** While some cases have held the 
presence of a maturity date controlling,” the majority find it merely 


56 Compare SHAKESPEARE, ROMEO AND JULIET, Act II, Scene 1: ‘‘ What’s in a name? that 
which we call a rose by any other word would smell as sweet.’’ 

57 2 P-H J 13,096 (1960). 

58 Arthur R. Jones Syndicate v. Comm’r, 23 F.2d 833 (7th Cir. 1927). But cf. Brown- 
Rogers-Dixson Co. v. Comm’r, 122 F.2d 347 (4th Cir. 1941). 

59 United States v. Title Guar. & Trust Co., 133 F.2d 990 (6th Cir. 1943). But cf. Lee 
Telephone Co., 16 TCM 1044 (1957), aff’d, 260 F.2d 114 (4th Cir. 1958). 

60 Choctaw, Inc., 12 TCM 1393 (1953). But cf. Milwaukee & Suburban Transport Corp., 
18 TCM 1039 (1959), aff’d, 60-2 U.S.T.C. J 9741 (7th Cir. 1960). 

61 See Cleveland Adolph Mayer Realty Corp., 6 T.C. 730 (1946), rev’d on other grounds, 
160 F.2d 1012 (6th Cir. 1947) (maturity date conditioned upon the termination of a lease). 

62 Swoby Corp., 9 T.C. 887 (1947) (99 years) ; see ALI, INcomE Tax PROBLEMS OF CoR- 
PORATIONS AND SHAREHOLDERS 430-431 (1958). This book is the ‘‘ Report of Working 
Views of a Study by the American Law Institute Staff and American Bar Association Sec- 
tion of Taxation Liaison Committee.’’ It does not necessarily represent the views of the 
council or members of the ALI or of the ABA Section of Taxation. But see 2 ALI, Fen. In- 
COME TAX STAT. 227-228 (Feb. 1954 Draft). 

63 See Talbot Mills v. Comm’r, supra note 47. But cf. Comm’r v. O.P.P. Holding Corp., 76 
F.2d 11 (24 Cir. 1935). 

64 F.g., Comm’r v. H. P. Hood & Sons, 141 F,2d 467, 470 (1st Cir, 1944), 
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evidence in the taxpayer’s favor.® It seems that the significance of 
the maturity date should be judged only in the context of the par- 
ticular case, since pro rata holding of stock and alleged debt would 
indicate that there may be no enforcement at maturity no matter how 
formally the foreclosure provisions are drafted. 

3. Factors pertaining to interest payments. Almost all of the hy- 
brids involved in these cases make some provision for ‘‘interest’’ 
payments. The characterization of a payment as true interest is 
supported by a provision accelerating the claim to principal upon 
default. If the rate of interest is so high as to be out of tune with 
current market rates, however, it looks more like a dividend.” If the 
interest is payable only out of earnings, it appears equivalent to the 
typical preferred stock dividend in that the latter usually must be 
paid if earned and has priority over dividends on the common stock. 
For this reason, a provision for interest payable only if earned is 
damaging to the taxpayer’s claim.* Payments determined by a vari- 
able rate are apparently more suspect than those under a fixed rate 
even though both are solely from earnings.® Discretion in the board 
of directors to defer payments indicates ‘‘dividends,’’ but a pro- 
vision making the deferred payments ‘‘cumulative’’ may partially 
rebut this inference.” Discretion in the board whether or not to pay 
any interest at all is, a fortiori, the most obvious indication of an 
equity relationship.” 

4, Subordination. A ‘‘preferred’’ shareholder is entitled to a fixed 
dividend before common shareholders may receive a distribution of 
earnings. He also usually has a preferred claim over the common 
stockholders upon a distribution of assets in liquidation. Therefore, 
if an alleged debt security merely gives these same rights to its 
holder, no basis ror distinguishing that instrument from preferred 
stock is provided. 

The unsubordinated creditor, on the other hand, has the right to 
insist upon interest payments regardless of earnings and notwith- 


65 See John Kelley Co. v. Comm’r, 146 F.2d 466, 468 (7th Cir. 1944), rev’d, 326 U.S, 521 
(1946) ; Milwaukee & Suburban Transport Corp., supra note 60, at 1045. 

66 See Kraft Foods Co., supra note 30, at 598 (Tax Court thought reduction of rate came 
five years too late) ; John Kelley Co. v. Comm’r, supra note 65, at 468 (eight per cent rate 
bore no relation to money market) ; Elliot Lewis Co., 4 TCM 136 (1945), aff’d, 154 F.2d 292 
(3d Cir. 1946) (50 per cent rate) ; Brown-Rogers-Dixson Co. v. Comm’r, supra note 58 
(eight per cent rate was usurious). See also ALI, op. cit. supra note 62, at 433-434, 

67 F.g., Comm’r v. Meridian & Thirteenth Realty Co., 132 F.2d 182, 186-187 (1942). It is 
not decisive, however. Z.g., John Kelley Co. v. Comm’r, supra note 65. 

68 Compare the facts in John Kelley Co. with those in Talbot Mills. 

69 But compare the facts in John Kelley Co. with those in Talbot Mills. 

70 Gokey Properties, Inc., 34 T.C, No, 84 (Aug. 12, 1960). 














1960] CORPORATE INDEBTEDNESS TO SHAREHOLDERS 15 


standing the claims of other creditors. He has the power to foreclose 
his claim upon a default in the payment of either interest or prin- 
cipal, and he has the right to share pro rata with other creditors in 
any liquidation.”* The subordinated creditor occupies an interme- 
diate position. He has a claim to interest regardless of earnings, but 
he may not be able to enforce his claim if other debts with priority 
are outstanding. Upon liquidation, his claim is satisfied ahead of the 
common shareholders and the preferred shareholders, if any, but he 
may take nothing if prior claims exhaust the assets. 

The question for the courts is thus whether this intermediate 
status of the subordinated creditor is sufficiently different from the 
preferred stockholder to change the character of the instrument 
from stock to debt. Of course, the possibility of partial subordination 
increases the difficulty of the problem. Once again, the factual back- 
ground seems all-important, for even a completely subordinated 
non-shareholder-creditor will attempt to enforce interest payments 
regardless of earnings and will foreclose on maturity even though 
his claim must await the satisfaction of prior claims. The right of 
foreclosure is of little consequence to subordinated shareholders who 
hold debt securities pro rata with their stock; they are in precisely 
the same position as if they held preferred stock and chose to liqui- 
date the corporation. Since they are unable to share with other cred- 
itors, it seems most unlikely that they would foreclose in any situa- 
tion where they would not otherwise desire liquidation. 

The cases seem to agree with the preceding analysis in so far as 
they find the absence of subordination a strong factor in the tax- 
payer’s favor.”* However, they have not consistently recognized the 
importance of the suggested distinction between the shareholder 
and non-shareholder debt when determining how strongly the fact 
of subordination supports the Commissioner’s position. The state- 
ment in O.P.P. Holding Corp. v. Commissioner ® that ‘‘We do not 
think subordination is fatal,’’ has been relied upon in numerous 
cases involving shareholder debt.* The Kelley case itself involved 
subordinated ‘‘bonds,’’ and in Kraft Foods the Court of Appeals 
said, ‘‘Debt is still debt despite subordination.’’ * The conclusion 


71 J.e., other creditors at the same level. Secured creditors and those with statutory pri- 
orities would prevail in any event. This does not affect the present analysis, however. 

72 See Royalty Service Corp. v. United States, 178 F.Supp. 216 (D.Mont. 1959) ; New 
England Lime Co. 13 T.C. 799 (1949). But see discussion pp. 15-17 infra, for the effect of 
possible involuntary subordination. 

78 76 F.2d 11, 12 (2d Cir. 1935). 

1 E.g., M. & M. Corp., 18 TCM 1051 (1959). 

75 Kraft Foods Co. v. Comm’r, supra note 30, at 125-126. But see John Wanamaker, Phil- 
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must be that under present law subordination is just another factor 
on the equity side, not in itself conclusive. 

The subordination problem has still another aspect. Although the 
alleged debt instruments make no provision for subordination, and 
even forbid it, the possibility exists that they may be subordinated 
in bankruptcy if held by the controlling shareholders.”* Though this 
is not technically a problem in the classification of ‘‘hybrid’’ instru- 
ments, it has relevance here if the Commissioner may take advantage 
of this aspect of bankruptcy law to rebut the favorable inferences 
which accrue to the taxpayer from the absence of a subordination 
provision. The doctrine involving the subordination of shareholder- 
creditors’ claims in bankruptcy got its start in cases involving 
fraud ™ and overt mismanagement,” but in Arnold v. Phillips™ it 
was applied solely because of pro rata holding and ‘‘ thin capitaliza- 
tion.’’ Perhaps the broadest statement of the doctrine was made by 
the Court of Appeals for the Second Circuit : *° 


. .. If stockholders, acting in concert, make loans to their corporation in 
amounts directly proportionate to their stockholdings, may they assert un- 
subordinated claims, for such loans, against their corporation when it becomes 
bankrupt? In the light of recent Supreme Court decisions, the answer would 
seem to be No. 


Although subsequent cases have indicated that the doctrine may 
be limited to cases of mala fides on the shareholder’s part,*? it seems 
to have been carried over into the tax area with renewed vigor.*®? The 
Court of Appeals for the Second Circuit has relied upon the doctrine 
in one interest deduction case,** and recognized it by holding it inap- 
plicable in another.** It would seem to have at least enough force to 


adelphia v. Comm’r, 139 F.2d 644, 647 (3d Cir. 1943) (right to share with creditors is the 
most significant part of the debtor-creditor relationship). 

76 See BAKER AND CARY, CASES AND MATERIALS ON CORPORATIONS 396-400 (3d ed. 1958) 
(Note on subordination of controlling shareholder’s claims). 

77 Pepper v. Litton, 308 U.S. 295 (1939). 

78 Taylor v. Standard Gas & Elec. Co., 306 U.S. 307 (1938). This was the case which gave 
the name ‘‘ Deep Rock’? to the doctrine involved. 

79117 F.2d 497 (2d Cir. 1941). 

80 In re V. Loewer’s Gambrinus Brewery Co., 167 F.2d 318, 319 (2d Cir. 1948). 

81 See Comstock v. Group of Institutional Investors, 335 U.S. 211 (1948) ; Gannett Co. v. 
Larry, 221 F.2d 269 (2d Cir. 1955) ; cf. Gilbert v. Comm’r, 248 F.2d 399, 411 (2d Cir. 1957) 
(L. Hand, J., dissenting). 

82 See Semmel, Tax Consequences of Inadequate Capitalization, 48 Cotum. L. Rev. 202, 
212-214 (1948). 

88 Janeway v. Comm’r, 147 F.2d 602 (1945). But cf. Van Clief v. Helvering, 135 F.2d 254 
(D.C, Cir. 1943). 

84 Kraft Foods Co. v. Comm’r, 232 F.2d 118, 124-126 (1956). 
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weaken an argument based upon the absence of a subordination 
clause in certain circumstances.® 

5. Security. The fact that a debt instrument is secured by a mort- 
gage supports the inference of true debt. It has not been stressed in 
the cases, however, probably because so few ‘‘hybrids’’ provide for 
security. The absence of security is not very harmful to the taxpayer 
although it has been mentioned.** A covenant by the corporation not 
to mortgage its other property while the instrument is outstanding is 
evidence of true debt, as is a provision for a sinking fund.” 

6. The right to vote or participate in management. If an instru- 
ment gives voting rights to its holder, this is usually considered evi- 
dence that it represents ‘‘equity.’’ * One court thought that the 
right of 75 per cent of the debenture holders to alter their instru- 
ments in any way, e.g., to alter the rate of interest or accelerate the 
maturity date, gave them as much power as the shareholders.®® The 
real significance of voting rights, however, is that their absence car- 
ries no weight at all in a pro rata situation, since the holders have full 
management powers anyway through their common stock.” 

7. Transferability. The presence of restrictions on the sale or 
other disposition of the instrument in question lends credence to an 
argument that it is really stock. The negative inference is quite weak, 
however, since, as the Tax Court has pointed out,” the market for 
subordinated debt securities with deferable interest payments may 
be non-existent. 


C. DiIsaLLOWANCE OF THE Depuction on Non-Hysrw Securities 


In cases involving close corporations, courts have for many years 
continued their inquiry even though satisfied that an instrument was 
on its face an evidence of indebtedness. In the early cases they spoke 
of finding the ‘‘true intent of the parties’’; more recently they have 


85 It is interesting to note that in neither of the cases cited in note 72 supra was there pro 
rata holding of common stock and debt securities. 

86 See Royalty Service Corp. v. United States, supra note 72. 

87 See Milwaukee & Suburban Transport Corp., supra note 60. 

88 However misguided equating voting rights with an equity position may be, it seems to 
be part of the present tax law. Witness the anomalies of section 306 (1954). 

89 R, C. Owen Co. v. United States, 180 F.Supp. 369 (Ct.Cl.), cert. denied, 363 U.S. 819 
(1960). 

90 The absence of voting rights is of little probative value in any case, since it is common 
both to bonds and preferred stock. Jordan Co. v. Allen, 85 F.Supp. 437, 443 (M.D. Ga. 
1949). 

91 Talbot Mills, 3 T.C. 95, 100, aff’d, 146 F.2d 809 (1st Cir. 1944), aff’d, 326 U.S. 521 
(1946). 
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developed such factors as ‘‘thin capitalization’’ as objective tests of 
this intent.*? The need for going beyond the mere analysis of hy- 
brids has undoubtedly increased because tax counsel to close corpo- 
rations have stressed how relatively minor are the corporate disad- 
vantages of using ‘‘pure debt instruments’’ when compared with 
the increased possibility of having the debt upheld for tax purposes. 
Although there are those who believe that a clearly drafted debt in- 
strument should leave little room for further interpretation under 
the present statute, the process of further analysis seems well es- 
tablished.” The factors relied upon by the courts will be considered 
in turn. 

1. ‘‘Thin capitalization.’’ In John Kelley Co. v. Commissioner, 
the Supreme Court stated: * 


... As material amounts of capital were invested in stock, we need not con- 
sider the effect of extreme situations such as nominal stock investments and 
an obviously excessive debt structure. 


It seems that this was not the first time an argument involving inade- 
quate capitalization had been raised, since the Court apparently had 
other cases in mind. Nevertheless, the dictum served to direct the 
courts’ attention to debt structures in subsequent cases. The two 
prongs in the Court’s formulation usually merge into one, for nom- 
inal capital will assuredly produce an excessive ratio. The only real 
function that a finding of nominal capital seems to serve is to permit 
a court in certain instances to say that it need not bother to compute 
the ratio. The questions raised by thin capitalization are: (1) How 
should the ratio of debt to equity be computed?; (2) At what point 
does the ratio become ‘‘excessive’’?; and (3) What does an excessive 


ratio prove? 
(a) Computing the ratio. On the debt side, the issue is whether 


92 Professor Caplin believes the history of debt versus equity cases can be divided into 
three fairly distinct periods: (1) pre-1946: a search for the parties ‘‘intent’’ through the 
analysis of hybrid securities; (2) 1946-56: the era of ratios, initiated by a dictum in the 
Kelley ease (see discussion infra) ; (3) 1956 to date: the era of Gooding Amusement Co. 
v. Comm’r, 236 F.2d 159 (6th Cir. 1956), cert. denied, 352 U.S. 1031 (1957), which re- 
instated the search for ‘‘intent,’’ but now involves factors outside of the instruments them- 
selves. For an extensive analysis of the cases, see Caplin, The Caloric Count of a Thin 
Incorporation in PROCEEDINGS OF NEW YORK UNIVERSITY SEVENTEENTH ANNUAL INSTI- 
TUTE ON FEDERAL TAXATION 771 (1959). This analysis seems an oversimplification in so far 
as it suggests that courts no longer are confronted with ‘‘hybrids’’ or no longer think ratios 
important. 

98 Id, at 812. 

94 See, e.g., Gilbert v. Comm’r, supra note 81, at 409 (Waterman, J., concurring). 

95 326 U.S. 521, 526 (1946). 
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‘‘outside,’’ z.e., non-shareholder, debt should be included. The pro- 
ponents argue that outside debt is as significant as shareholder debt 
in showing that a corporation is under-capitalized, even though the 
interest deductions on the former are not challenged.* Both the 
cases * and logic seem to favor this view.™ 

On the equity side, the principal question is whether the amount 
used in the computation should be limited to the par or stated value 
of the capital stock. The alternative is to use the ‘‘fair value’’ of the 
common stock, determined by finding the actual value of the assets in 
excess of the outstanding debt regardless of whether such excess is 
recorded on the balance sheet as capital or earned surplus or consists 
of unrealized appreciation in the assets and unrecorded ‘‘ good will.’’ 
Those who favor including everything stress that outsiders judge 
whether a corporation is under-capitalized by looking to the assets 
actually contributed by the shareholders rather than by the stated 
capital.* The contrary argument is that creditors do not feel pro- 
tected by the presence in a corporation of assets which may be paid 
out as dividends.’ 

Of course, it would be most difficult to ‘‘pay out’’ good will or un- 
realized appreciation, but, on the other hand, these do not greatly im- 
press creditors because of their speculative nature. In Ainslee Per- 
rault,! the two shareholders each subscribed for $50,000 of stock, 
but each paid in only $5,000. The Court nevertheless found the cap- 
ital quite adequate because of the simultaneous contribution to cap- 
ital of leases, contracts, and orders worth ‘‘several hundred thou- 
sand dollars.’’ The prevailing view seems to be that assets are to be 
taken at fair market value rather than at book value when valuing 
the equity interest in order to compute the ratio.’ 

(b) ‘‘Safe’’ ratios. Because the ratio of debt to equity after the 


96 See, e.g., Note, 55 Cotum. L. Rev. 1054, 1064 (1955). The author states the ratio should 
include all equal or prior indebtedness and subordinate indebtedness if it is guaranteed by 
the shareholder-creditors, 

97 Z.g., Lockwood Realty Corp., 17 TCM 247 (1958) ; cf. Isidor Dobkin, 15 T.C. 31 (1950), 
aff’d per curiam, 192 F.2d 392 (2d Cir. 1951) (bad debt case). But cf. J. A. Maurer, Inc., 
30 T.C. 1273 (1958). 

98 But cf. Schlesinger, Acceptable Capital Structures: How Thin Is Too Thin?, 5 U. Fua. 
L. REv. 355, 365-367 (1952). 

99 See Note, 55 Cotum. L. Rev. 1054, 1063 (1955). 

100 See Bittker, Thin Capitalization: Some Current Questions, 34 Taxes 830, 832 (1956). 
Those who hold to this position would presumably include capital surplus when its use for 
dividends is restricted. 

101 25 T.C. 439 (1955). 

102 See, ¢.g., Kraft Foods Co. v. Comm’r, 232 F.2d 118, 127 (2d Cir. 1956); Sheldon 
Tauber, 24 T.C, 179 (1955). 
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recapitalization in Talbot Mills was four to one,’ many courts and 
commentators seemed to think that the Supreme Court had made it 
quite clear that a four to one ratio is not ‘‘obviously inadequate.’’ 7 
The cases show no really consistent pattern, but it seems fair to gen- 
eralize that a ratio under four to one has seldom, if ever, been of 
much help to the Commissioner, while above that line he has had in- 
different success, depending upon a variety of other factors.*% Fi- 
nally, it should be noted that a ratio of any amount of debt to an 
equity of zero would seem to constitute an acute case of inadequate 
capitalization.’ 

(c) Significance of inadequate capitalization. In Gilbert v. Com- 
missioner the Court of Appeals thought that the broad question Con- 
gress wanted the courts to ask in debt versus equity cases was 
‘whether the funds were advanced with reasonable expectations of 
repayment regardless of the success of the venture or were placed at 
the risk of the business.’’ 7 An ‘‘obviously excessive debt struc- 
ture’’ is directly relevant to this question because : 1 
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... Any ‘‘loan’’ to the corporation in such circumstances would necessarily 
be venture capital in reality, for any business loss by the corporation would 
be reflected in an inability to repay the ‘‘loan.’’ 


The mere fact that money is placed at the risk of the business does 
not render it a contribution to capital, for even a complete outsider 
may occasionally make this type of loan. Such a lender may be called 
a bad investor, but never a stockholder, because his outlay lacks the 
second characteristic of a contribution to capital—participation in 
the growth of the business. 

In cases of pro rata holding of stock and debt, however, where the 
right to share in future profits is already present, ‘‘thin capitaliza- 
tion’’ has relevance because it adds the additional factor of risk. In 
this respect ‘‘thinness’’ merely aggravates a situation that is always 
present in the case of pro rata shareholder debt, but if such debt is 
ever to be recognized, the aggravation is significant. This is because 
a relatively small amount of debt could be repaid to a shareholder- 


103 Whether or not the corporation had any surplus, earned or otherwise, which could have 
been included in the ratio was not discussed. 

104 For a thorough discussion of the myth of the four to one ratio, see Caplin, supra note 
92, at 783-784. 

105 See, e.g., Royalty Service Corp. v. United States, supra note 72, where the taxpayer 
prevailed despite an initial ratio that was arguably 150,000 to one. 

106 #.g., Zephyr Mills Inc., 18 TCM 794 (1959) ; Edward G. Janeway, 2 T.C. 197 (1943), 
aff’d, 147 F.2d 602 (2d Cir. 1945). 

107 248 F.2d 399, 406 (2d Cir. 1957). 

108 Id. at 407. 
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creditor in most corporations apart from earnings and short of liqui- 
dation, but such repayment is theoretically and practically impos- 
sible where an ‘‘excessive’’ debt structure is present.’ ‘‘ Thinness’’ 
thus helps to create the combination of risk and participation in 
growth which characterizes the stockholder’s interest. 

Changes in the ratio through time may prove significant. A ratio 
which is steadily increased through pro rata shareholder advances 
suggests that interest deductions on the later loans might be de- 
nied.?*° Conversely, if the initial debt is in fact deemed to be equity, 
the later advances may not create an excessive ratio of debt to the 
reconstituted equity. A high ratio, which is rapidly decreased by 
the conversion of debt to stock, may not bar the deduction of the in- 
terest paid on the debt still outstanding and may not even stand in 
the way of the full deduction in the earliest years if the reduction of 
the ratio was then contemplated."” 

The importance of thin capitalization has not been universally ac- 
cepted. In Rowan v. United States ** the Court of Appeals for the 
Fifth Circuit said: 

... It would obviously work an unwarranted interference by the courts in 
ordinary and perfectly proper business procedures for us to say that there 
can be established as a matter of hindsight, a ratio of stockholder owned debt 
to the capital of the debtor corporation. 


Finally, even those courts which recognize that the factor of inade- 
quate capitalization is significant, hold that it is ‘‘only one indicia 
from which the presence or absence of a debtor-creditor relationship 
may be determined.’’ "4 

2. Permanent capital structure. This factor is closely related to 
thin capitalization. As was seen above, the natural inference from 
inadequate capitalization is that some, if not all, of the ‘‘borrowed’’ 
capital is used to purchase the basic assets of the business and thus 
cannot be repaid except out of earnings or upon liquidation of the 
business. More commonly, this situation results from the incorpora- 
tion of a going business where bonds or notes are issued directly in 


109 See, e.g., Bruce v. Knox, 180 F.Supp. 907 (D.Minn. 1960) ; Harkins Bowling, Ine. v. 
Knox, 164 F.Supp. 801 (D.Minn. 1958). 

110 For the importance of a similar concept in bad debt cases, see discussion pp. 48-49 
infra. 

111 See Mill Ridge Coal Co. v. Patterson, 58-1 U.S.T.C. J 9489, at 68,320-68,321 (D.Ala. 
1958), other issues aff’d, 264 F.2d 713 (5th Cir.), cert. denied, 361 U.S. 816 (1959) (jury 
allowed a partial deduction) ; cf. Arnold v. Phillips, supra note 79 (bankruptcy case). 

112 Royalty Service Corp. v. United States, supra note 72 (ratio reduced from 150,000 to 
one to one to one in three years). 

118 219 F.2d 51, 55 (5th Cir. 1955). 

114 #.g., Gooding Amusement Co., 23 T.C. 408, 419 (1954). 
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exchange for basic assets like machinery, land, and buildings. Even 
though the new corporation may have adequate capital in the ‘‘ra- 
tio’’ sense, the alleged debt may be challenged if it in fact represents 
the permanent capital of the corporation.’” 

In Brake & Electric Sales Corp. v. United States, the District 
Court disallowed the deduction even though the notes were pure 
debt in form and the ratio was clearly unobjectionable. The Court 
stressed the point that the notes were given for ‘‘assets essential to 
the conduct of the business’’ and that ‘‘it could not have been carried 
on without them.’’ A transfer of this character, said the Court, seems 
to be ‘‘a permanent investment in the risk of the business.’’ “ Al- 
though the Tax Court has also made use of this factor,™’ the Courts 
of Appeals have generally ignored it.® Where a corporation can 
show that it could have operated without the assets represented by 
debt, this factor has sometimes been used in its favor.’”° 

3. No new capital. If the debt instruments in question reach the 
shareholders via a dividend or recapitalization, they look much less 
like outside debts no matter what their form. Certainly a non-share- 
holder would never receive a dividend, nor would he be in any posi- 
tion to convert an equity interest into a debt. It is a strange sort of 
‘*loan’’ that gives no new money or assets to the borrower. The re- 
capitalization is at least as great a boon to the shareholders as the 
dividend, since the corporation returns part of its capital to them, an 
event which ordinarily would not take place until liquidation. Fur- 
thermore, the dividend and the recapitalization in which all the 
shareholders participate are two of the best means of assuring the 
pro rata holding of debt and equity by shareholders.’ 


115 See Bittker, supra note 100, at 836-837; Pennell, Tax Planning at the Time of In- 
corporation, 35 TAXES 927,937 (1957). 

116 185 F.Supp. 1 (D.Mass. 1960). 

117 Id. at 3. But see Associated Investors, Inc. v. United States, 57-1 U.S.T.C. J 9396 
(D.Kan. 1956). 

118 Gloucester Ice & Cold Storage Co., 19 TCM 1015 (1960) ; Aldon Homes, Inc., 33 T.C. 
582 (1959) ; Estate of Miller, 24 T.C. 923, 930 (1955) (a repayment case). For enthusiastic 
approval of the Tax Court’s position, see Hellerstein, Planning the Corporation, 1958 Tvu- 
LANE TAX INST. 416, 432. 

119 Miller’s Estate v. Comm’r, 239 F.2d 729 (9th Cir. 1956). The Court relied solely upon 
a recomputation of the ratio in reversing Estate of Miller, supra note 118. See Hellerstein, 
supra note 118, at 433-434. 

120 #.g., J. I. Morgan, Inc., 30 T.C. 881 (1958), rev’d on other issues, 272 F.2d 936 (9th 
Cir. 1960). 

121 Perhaps the only significant difference between the facts in the Kelley and Talbot 
Mills cases was that in the former all of the debt instruments in question were not distrib- 
uted as part of a pro rata recapitalization. However, even those instruments ‘‘ bought’’ by 
Mr. Kelley’s wife and sister brought no new capital into the corporation because they were 
paid for by offsetting cash dividends. 
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Nevertheless, the Supreme Court, by upholding the Tax Court in 
John Kelley Co. v. Commissioner, impliedly sanctioned the allow- 
ance of the deduction of interest on debt securities issued in the ab- 
sence of a new capital contribution by their holders. Judge Ma- 
gruder, dissenting in Talbot Mills, likened the recapitalization there 
to a redemption of stock for cash that is immediately loaned back to 
the corporation.’ The Court of Appeals for the Second Circuit in 
Kraft Foods Co. used the same analogy in allowing the deduction 
based upon debt securities issued as a dividend, i.e., the dividend was 
likened to a cash distribution which is immediately returned as a 
loan.’** If this were indeed the true nature of these transactions, the 
‘‘no new capital’? argument might be overcome. However, in both 
cases the use of cash in the manner suggested would have been im- 
possible without liquidating the corporations, and to say that the 
assets themselves were momentarily distributed and then loaned 
back to the corporation would seem to be creating a needless fiction 
to help the taxpayer. 

Other Courts of Appeals have held that the absence of a new in- 
vestment helps to show that instruments are really not debt securi- 
ties.1** Although the Tax Court has said that ‘‘It is immaterial that 
the corporation was not interested in borrowing money when the de- 
bentures were issued,’’ '*° later cases indicate that it regards debt in- 
struments issued in exchange for stock with suspicion.’”® 

4, Business purpose. It seems clear from the cases that the corpo- 
ration need not have a business purpose for issuing debt to its share- 
holders in order to have the debt recognized for tax purposes.’** The 
‘‘business purpose’’ doctrine as developed in the reorganization 
cases has been deemed inapplicable.’** Even the fact that the debt 
security is issued pursuant to a reorganization which itself lacked a 


122 Talbot Mills v. Comm’r, 146 F.2d 809, 813 (1st Cir. 1944), aff’d 326 U.S. 521 (1946). 

123 Kraft Foods Co. v. Comm’r, 232 F.2d 118, 126 (2d Cir. 1956). 

124 F.g., Wetterau Grocer Co. v. Comm’r, 179 F.2d 158, 160 (8th Cir. 1950). 

125 Cleveland Adolph Mayer Realty Corp., 6 T.C. 730 (1946), rev’d on other grounds, 
160 F.2d 1012 (6th Cir. 1947) (debentures issued in a reorganization). 

126 F.g., Gloucester Ice & Cold Storage Co., supra note 118, at 1021. 

127 See, e.g., Toledo Blade Co., 11 T.C. 1079, 1085 (1948), other issues aff’d, 180 F.2d 
357 (6th Cir. 1950). Alternatively, the courts have held that tax avoidance is not an im- 
proper purpose of corporate management. See Gilbert v. Comm’r, 248 F.2d 399, 410 (2d 
Cir. 1957) (concurring opinion) ; Kraft Foods Co. v. Comm’r, 232 F.2d 118, 128 (2d Cir. 
1956). 

128 The Supreme Court stated that in neither the Kelley case nor Talbot Mills was there 
present ‘‘the wholly useless temporary compliance with statutory literalness which this 
Court condemned as futile, as a matter of law, in Gregory v. Helvering. . . .’? John Kelley 
Co. v. Comm’r, 326 U.S. 521, 525 (1946). 
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business purpose, does not hurt the taxpayer’s chances of taking an 
allowable interest deduction.” 

The presence of a valid business purpose, on the other hand, may 
help to strengthen the corporate taxpayer’s position when claiming 
the deduction. In one instance, debt securities were issued to the 
principal shareholder so that he could offer to convert his notes to 
preferred stock in amounts equal to that which outsiders would get 
by exchanging their royalties. The purpose of inducing the royalty 
owners to become shareholders was deemed sufficient to outweigh a 
bad initial ratio.**° The genuine desire of the controlling shareholder 
to share with other creditors on liquidation may help to uphold the 
debt, but motives like facilitating estate planning usually carry little 
weight. 

A test formulated by Judge Learned Hand has been interpreted as 
indicating that he would expand the importance of business purpose 
in debt versus equity cases.’*' Judge Hand wrote: 7” 

... When the petitioners decided to make their advances in the form of 


debts, rather than capital advances, did they suppose that the difference would 
appreciably affect their beneficial interests in the venture, other than taxwise? 


Rather than emphasizing business purpose, this seems to be more of 
a ‘‘business effect’’ test. All Judge Hand would require is that the 
shareholders’ position be ‘‘appreciably’’ altered by the fact that 
they are also nominally creditors. The effect on the shareholders 
need not be brought about pursuant to any business purpose of either 
the corporation or the shareholders themselves. 

Judge Hand’s test has the merit of simplicity, except for defining 
‘‘appreciably,’’ and is helpful in pointing up in bold relief the crucial 
fact that in cases of pro rata shareholder debt there is usually 
no difference to the shareholder, apart from ultimate tax saving, 
whether his advances are called loans or capital contributions. This 
test, however, would probably lead to the disallowance of the deduc- 
tion in all cases of pro rata holding, a result apparently not required 
by the statute. For this reason it might be better to confine the appli- 
cation of this test to the bad debt deduction area where it originated. 


129 Cleveland Adolph Mayer Realty Corp., supra note 125; Andersen Corp., 5 TCM 392 
(1946). 

180 Royalty Service Corp. v. United States, supra note 72; cf. J. I. Morgan, Inc., supra 
note 120 (purpose of permitting minority shareholders who were key employees to retain 40 
per cent of the stock ; case involved the validity of a ‘‘sale’’ by the majority shareholder). 
But cf. Gooding Amusement Co. v. Comm’r, supra note 92. See generally LorE, THIN CaPI- 
TALIZATION 123-135, 210-214 (1958). 

131 See Caplin, supra note 92, at 802-803. 

182 Gilbert v. Comm’r, supra note 129, at 412 (dissenting opinion). 
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5. Tax avoidance. It is hard to say whether this is an independent 
factor or simply the opposite of business purpose. It is an obvious 
fact that a principal purpose of the issuance of debt securities where 
stock might have been issued instead is almost always the avoidance 
or reduction of taxes. This is true of the widely-held corporations 
which have switched from preferred stock to bonds, as well as of the 
close corporation setup with a one thousand to one debt to equity 
ratio. 

The very fact that there are so many litigated cases in this area 
proves that a tax-avoidance motive is not fatal to the taxpayer’s po- 
sition. Nevertheless, most courts manage to say something about tax 
avoidance in every case, although their comments are so mutually 
contradictory that they do little to facilitate the solution of problems 
in this field.1** 

6. Intent of the parties. Some courts speak of the intent of the 
parties as if it were an independent factor, even distinguishing other 
cases on the sole ground that the requisite ‘‘intent’’ was present in 
one but not the other. Actually, the whole process described in this 
article is one of determining whether the parties had the intent to 
establish the type of debtor-creditor relationship contemplated by 
the statute. There has been no general agreement as to what tl .< 
intent must be. Several courts have defined it in terms of a desire not 
to have the borrowed funds placed ‘‘at the risk of the business.’’ ™ 
Some recent cases have gone further in that they seem to require an 
affirmative intention to foreclose upon default. This has alarmed 
many observers, since they feel any test requiring that a share- 
holder-creditor intend to act like an outside creditor upon default 
would be fatal to almost all shareholder debt.** Of the two most 
prominent Tax Court decisions which seem to have espoused the 
more rigid test, one was reversed on appeal, while the other was 
affirmed on the basis of narrow scope of review.’* This factor, like 
the one concerning ‘‘permanent capital structure,’’ appears to be 
of indeterminate importance at present, because the Tax Court and 
the Courts of Appeals seem to be moving in opposite directions. 

138 Compare Gooding Amusement Co., 23 T.C. 408, 420-421 (1954), aff’d, 236 F.2d 159 
(6th Cir. 1956), cert. denied, 352 U.S. 1031 (1957), with Talbot Mills v. Comm’r, supra 
note 122, at 813 (dissenting opinion). 

184 Gilbert v. Comm’r, supra note 127, at 407. 


135 See, ¢.g., Bittker, supra note 100, at 838; Rabin, The ‘‘ Clifford Case’’ of the Thin 


Corporation, 34 TAXES 282 (1956). 
186 Kraft Foods Co., 21 T.C. 513 (1954), rev’d, 232 F.2d 118 (2d Cir. 1956) ; Gooding 


Amusement Co., supra note 133. 
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It has generally been agreed that intent must be judged on the 
basis of objective facts. Even in the earliest hybrid cases the courts 
confined themselves to the ‘‘four corners’’ of the instrument in de- 
ciding whether it showed the parties had intended to create a debt 
security ; self-serving declarations by the parties could not overcome 
the documentary evidence. This is equally true today when objective 
facts outside the instrument, such as the debt-equity ratio, are con- 
sidered. Even proof of a business purpose, which is permitted today, 
may be considered evidence of objective rather than subjective in- 
tent. The one exception to the objectivity rule is that an admission 
against interest by a taxpayer—as in one case where he testified 
that it did not matter to the family when the notes were paid **7"— 
may be used to rebut inferences arising from the terms of an instru- 
ment. 

7. Non-payment of interest. Regardless of the formality of the 
interest provisions in an alleged debt instrument, if interest pay- 
ments are in fact not made, the inference belies the intent to create 
a true debt.’** This situation may arise if some payments have been 
omitted but the ones for which the deduction is claimed have actually 
been made. If, however, the interest actually claimed as a deduction 
has been accrued but not paid, the Commissioner’s position is, a for- 
tiori, much stronger. It would seem that the inference that no valid 
debt exists is also suggested by an agreement to reduce the rate of 
interest when it is to the debtor’s advantage.’™ 

8. Extending the maturity date or non-payment of principal. 
Here again, the Commissioner is sometimes aided by a retrospective 
view of the facts surrounding an alleged indebtedness. The fact that 
an instrument has a fixed maturity date seems to lose much of its 
significance if that date comes and goes without payment. Those 
courts which require an alleged creditor to ‘‘act like a creditor’’ 
attach great importance to this circumstance.” On the other hand, 
some commentators have pointed out that even outside creditors 

137 Gooding Amusement Co., supra note 133, at 419. 

138 See, e.g., Zephyr Mills Inc., 18 TCM 794 (1959). But cf. Sheldon Tauber, 24 T.C. 179 
(1955) (interest payments waived when the corporation was pressed). Mere late payment 
is not as damaging, however, because outsiders will sometimes wait quite a while. On the 
other hand, payments obviously made at the corporation’s convenience resemble dividends. 

189 See Kraft Foods Co., supra note 136. 

140 See Gooding Amusement Co., supra note 136. A closely-related situation arises when 
the shareholder-creditor agrees to subordinate his claim to outside creditors although the 
instruments he holds do not require subordination. The Tax Court stressed this point in the 


Gooding case. But see Judge McAllister’s dissent in the Court of Appeals, 236 F.2d 159 
(6th Cir. 1956). 














1960] CORPORATE INDEBTEDNESS TO SHAREHOLDERS 27 


like banks sometimes renew their loans,’ and the cases generally 
seem to overlook this factor.'*” 

9. Informality. The fact that neither the corporation nor the hold- 
ers treat an alleged debt instrument with customary respect casts 
doubt on its true character. For example, instruments alleged to be 
‘*bonds’’ for tax purposes may be called ‘‘stock’’ in the corpora- 
tion’s books, in corporate resolutions, or in papers filed with state 
agencies.** While this may not prove that they are in reality 
‘*stock,’’ it does help to rebut otherwise favorable inferences from 
the terms of the instruments. 

10. Stock and debt securities issued for the same contribution of 
property. This factor seems to be a combination of pro rata holding, 
‘*permanent capital structure,’’ and informality. At least three cases 
involving the interest deduction have considered it significant." 

11. Payment of dividends. In John Kelley Co. the Court of Appeals 
reasoned that the fact that the corporation paid large cash and stock 
dividends at the time the alleged debt securities were issued showed 
that the corporation did not need to borrow at all and that the in- 
terest rate was too high.*® These conclusions in turn contributed to 
its holding that the alleged debt was really preferred stock. On the 
other hand, non-payment of dividends while shareholder debt is 
outstanding has frequently been mentioned as indicating that in- 
terest payments were supposed to take the place of dividends and, 
therefore, were in fact dividends themselves."** Although this latter 
argument seems more persuasive, the factor itself is not very help- 
ful, since it seems to give rise to contradictory inferences. 

12. Issuance illegal under state law. In a recent and apparently 
unique case, the Tax Court approved the disallowance of the interest 
deduction on the ground that the notes issued in redemption of all 
the stock of the owners of 50 per cent of the shares could not evidence 
a valid indebtedness because the redemption was illegal under the 
state corporation law.’*" If the Court was correct in its interpreta- 


141 See, e.g., Rabin, supra note 135. 

142 See, e.g., Royalty Service Corp. v. United States, supra note 72. 

143 F.g., John Kelley Co., 1 T.C. 457 (1943), rev’d, 146 F.2d 466 (7th Cir. 1944), rev’d, 
326 U.S. 521 (1946) ; see Note, 55 Cotum. L. Rev. 1054, 1056 (1955). Cf. O. H. Kruse Grain 
& Milling v. Comm’r, 279 F.2d 123 (9th Cir. 1960). 

144 Gooding Amusement Co., supra note 133 ; Gokey Properties, Inc., 34 T.C. No. 84 (Aug. 
12, 1960) ; Gloucester Ice & Cold Storage Co., supra note 118. 

145 John Kelley Co. v. Comm’r, 146 F.2d 466, 467-468 (7th Cir. 1944), rev’d, 326 U.S. 521 

1946). 
. 146 aay e.g., R. C. Owen Co. v. United States, 180 F.Supp. 369 (Ct.Cl.), cert. denied, 363 
U.S. 819 (1960) ; Brake & Electric Sales Corp., supra note 116. 
147 Mountain States Steel Foundries, Inc., 18 TCM 306 (1959). 
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tion of the corporation law, it is true that the noteholders could not 
have enforced the interest liability, and in this respect the Court 
seems justified in its holding. 

The real problem posed by this case is whether the Commissioner 
is entitled to raise a defense which the corporation might have under 
state law to deny it a tax deduction.'** As a general matter illegality 
under state law is not determinative of federal tax consequences, and 
had it not been for the Commissioner’s intercession, the redemption 
and payments may very well have gone unchallenged. While this de- 
cision may be supportable on its particular facts, it seems unfortu- 
nate if it is to contribute to a new trend in tax cases. 


D. Guaranteep Loans anp OTHER DeEvIcEs 


While the interest deduction has become more important in tax 
planning, its availability to close corporations has grown more 
doubtful. Indebtedness to shareholders held in proportion to their 
equity positions has been challenged for the multitude of reasons 
already discussed, and ‘‘outside’’ loans have often proved unobtain- 
able if the shareholders of a close corporation are only willing to 
contribute a limited amount of capital. Therefore tax counsel have 
suggested that loans be obtained from banks and similar sources, 
guaranteed by the personal credit of the shareholders. Although this 
plan lacks the advantage of a steady flow of income to the share- 
holders in the form of interest and requires payments to the bank in- 
stead, it nevertheless permits the shareholders to operate their busi- 
ness with a smaller equity investment and theoretically assures the 
allowance of the interest deduction, since no one can question the 
bona fides of the bank as a creditor. 

Some commentators think that such utilization of guaranteed 
loans destroys all the Commissioner’s arguments in interest deduc- 
tion cases, with the possible exception of thin capitalization.’*® One 
goes so far as to say that even if a high ratio is present, the argu- 


148 Quaere what should be the effect on appeal of the fact that after the Tax Court de- 
cision the corporation sought in the state court, and was denied, a declaration that the notes 
were not valid obligations? See Brief for Petitioner, pp. 39-47, Mountain States Steel 
Foundries, Inc., 18 TCM 306 (1959), setting forth the decision in Mountain States Steel 
Foundries, Inc. v. Miller (Cir. Ct. W.Va. Sept. 2, 1959). Compare the Commissioner’s at- 
tempts to avail himself of the rights of third parties under the ‘‘Deep Rock’’ doctrine, 
pp. 16-17 supra. 

149 #.9., Lutz, Capital Formation of Speculative Enterprises, 34 Taxes 420, 423 (1956). 
See also Fuller, Tax Results of Stockholder Advances and Guaranty Payments, 29 Tux. L. 
REv. 775, 784 (1955). : 
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ments in favor of a corporate taxpayer receiving guaranteed loans 
are ‘‘overwhelming.’’ *° 

Other observers are not so enthusiastic. One commentator, Pro- 
fessor Boris I. Bittker, has suggested that reliance on this device 
underestimates the courts. He believes that a court might hold that 
the loan was in fact made to the shareholders, whose personal credit 
was most important, and that they in turn gave the money to the 
corporation as a contribution to capital.” The effect of such a hold- 
ing would be to make payments of interest to the bank by the corpo- 
ration dividends to the shareholders, who would in turn be allowed 
the interest deduction. This, of course, would be disastrous, since the 
bank would have the interest income, the shareholder would come 
out even, and the corporation would not obtain the deduction. Other 
writers have suggested that the loan might be deemed to have been 
made by the shareholder through the bank,’ or that the corporation 
might be disregarded altogether in such a situation and its income 
taxed to the guaranteeing shareholders.’ Of the three possibilities, 
Professor Bittker’s suggestion seems most likely to be adopted, al- 
though as yet no cases have dealt with the point. 

In any event, because the Supreme Court has recently removed the 
principal incentive to guaranteed loans in the bad debt area,’™ be- 
cause the bank’s probable insistence on security would be an un- 
necessary burden,’ and because the plan might very well fail to 
achieve the hoped-for tax saving, the once bright future of guaran- 
teed loans seems clouded at present. 

No other means of securing the benefits of the interest deduction 
has received as much attention as guaranteed loans, but brief men- 
tion will be made of some other ideas: 

1. Leasing real property and machinery to the close corporation. 
Here, of course, the attempt is to obtain a deduction for rent rather 
than interest. So far this approach has succeeded despite thin capi- 


150 Pennell, supra note 115, at 939. 

151 Bittker, supra note 100, at 835. This analysis seems to be supported by Putnam v. 
Comm’r, 352 U.S. 82, 93 (1956), wherein the Court cited Judge Stewart’s dissent in Cud- 
lip v. Comm’r, 220 F.2d 565, 572 (6th Cir. 1955), with approval and quoted from it as fol- 
lows: ‘‘ Yet from the petitioner’s viewpoint, the situation would have been precisely the 
same had he himself borrowed the money and then lent it to the corporation.’’ 

152 Holzman, The Current Trend in Guaranty Cases: An Impetus to Thin-Incorporation?, 
11 Tax L. REv. 29, 47 (1955). 

158 Schlesinger, Thin Incorporations: Income Tax Advantages and Pitfalls, 61 Harv. L. 
Rev. 50, 86, n.77 (1947). 

154 Putnam v. Comm ’r, supra note 151. 

155 See Hellerstein, Planning the Corporation, 1958 TULANE TAx Inst. 416, 435. 
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talization,’* although the deduction is limited to a rental charge that 
is ‘‘reasonable’’ in amount.?" 

2. The trust as creditor. At least one Court has been impressed by 
the fact that alleged debt instruments were going to be held by a 
trustee. Even though it was to be a ‘‘family trust,’’? the Court 
thought that the fact that the trustee would be under a fiduciary duty 
to enforce the obligations, positively negated any inference that the 
notes would not be paid. 

This seems most unrealistic. Given a friendly trustee and bene- 
ficiaries all within the family, it is most unlikely that the trustee will 
act against the corporation’s best interests. Witness the Kelley case 
in which dividends payable to a trust were used to offset the pur- 
chase price on stock subscribed for by the settlor. If an independent 
trust company is involved, the situation might be somewhat differ- 
ent, but even in such a case the trustee might realize that the bene- 
ficiaries’ ultimate welfare depends upon the corporation’s success. 
A court should scrutinize most carefully any arguments based upon 
the duties of a trustee. 

3. Using different types of debt securities. This plan involves set- 
ting up a situation in advance in which it would be easy for a court 
to apportion the alleged debt between debt and equity rather than 
adopt the conventional all-or-nothing approach. A corporation might 
issue $10,000 of capital stock, $20,000 of ‘‘debentures,’’ and $70,000 
of ‘‘notes.’’ If challenged on the interest deduction, the taxpayer 
could stage a strategic retreat by conceding that the debentures are 
really equity but claiming it is entitled to seven-ninths of its deduc- 
tion anyway. This type of argument has not proved decisive in any 
interest deduction case as yet, but there are useful analogies avail- 
able to the taxpayer.’ 

While this proposed use of step-securities may provide a partial 
answer to attacks based upon an excessive ratio, it would not seem to 
overcome the permanent capital argument if the $70,000 in notes rep- 
resented basic assets, nor would many of the Commissioner’s other 
strong points be weakened by the employment of this device. 

4, Subchapter S. While it is certainly not a device created by the 
taxpayer, if the corporation elects to be taxed under Subchapter S 
the problems discussed in this article thus far become largely aca- 


156 See Note, 55 Cotum. L. Rev. 1054, 1064-1065 (1955). 

157 F.g., Limericks, Ine. v. Comm’r, 165 F.2d 483 (5th Cir. 1948). 

158 Miller’s Estate v. Comm’r, 239 F.21 729, 733 (9th Cir. 1956) (a ‘‘ repayment’? case). 

159 See Arnold vy. Phillips, 117 F.2d 497 (5th Cir.), cert. denied, 313 U.S. 583 (1941) 
(bankruptcy) ; Bijou-Pensacola Corp. v. United States, 172 F.Supp. 309 (N.D.Fla. 1959) 
(bad debt deduction). 
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demic.’ Since the electing corporation pays no income tax, divi- 
dends and interest paid to shareholders produce substantially the 
same tax consequences.’ 


E. Summary anp SuGGESTIONS 


The three most significant features of the classic debt instrument 
are a fixed maturity date, the right to interest regardless of earnings, 
and the right to share with other creditors on liquidation. If non- 
shareholders own hybrid instruments, the only issue before the court 
is whether these securities are more properly characterized as pre- 
ferred stock or evidences of indebtedness.’” Although this is not an 
easy line to draw, the most significant difference appears to be 
whether the instrument matures within a reasonable time. If it does, 
the arm’s-length creditor can be expected to foreclose if his financial 
interests will be enhanced thereby. This possibility distinguishes the 
debt instrument from almost all preferred stock. The courts should 
make a fixed maturity date an absolute requirement for a debt 
security. 

The right to a certain share of earnings ‘‘off the top’’ is common 
to both preferred stock and ‘‘income bonds.’’ Nevertheless, the limi- 
tation of interest payments to earnings should not prove fatal if the 
corporation can show that this type of debt security is particularly 
adapted to, or customary in, its business and if the other provisions 
in the instrument are predominantly indicative of ‘‘debt.’’ 

A subordinated debt is still a debt, at least in the hands of an 
‘‘outsider.’’ Therefore, subordination of non-shareholder-creditors 
should prove fatal only if it gives rise to the inference that foreclos- 
ure on maturity will be impossible or will not lead to full repayment 
because of the rights of superior creditors. 

If the hybrids are held by shareholders in proportion to their 
equity interests, the situation is much different. A fixed maturity 
date may mean very little, since the shareholder-creditor will usu- 
ally not foreclose if the funds are needed by the corporation. The 
right to interest regardless of earnings may be similarly meaning- 
less, and for the same reason. Whether or not the instrument pro- 
vides for subordination to ‘‘outside’’ creditors, the shareholder- 


160 But see the problem discussed at p. 62 infra. 

161 For thorough discussions of the relationship between thin capitalization and Sub- 
chapter S, see Spanbock, Carro, and Katz, Nourishing the Thin Corporation, 34 Taxes 687, 
692 (1956). 

162 For an excellent discussion of the reasons for treating preferred stock and debt securi- 
ties alike, concluding with the lament that the statute requires otherwise, see Jewel Tea Co. 
v. United States, 90 F.2d 451, 452-453 (2d Cir. 1937) (L. Hand, J.). 
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creditor will ordinarily be willing to contract for such subordination 
to improve his corporation’s credit position. Moreover, the control- 
ling shareholder group may have their debt securities involuntarily 
subordinated in bankruptcy. With these ‘‘facts of life’’ in mind, the 
analysis of the terms of hybrid instruments loses most, if not all, of 
its importance in this situation, and the more significant question 
arises whether alleged debt held pro rata by shareholders can ever 
be considered ‘‘indebtedness’’ within the meaning of section 163(a), 
regardless of its form. In other words, the argument that such pro 
rata indebtedness is at best only preferred stock has considerable 
force. 

On the other hand, an instrument which does contain the formal 
provisions of the classic debt security gives the holder rights under 
state law, and should a falling out occur among the shareholders, 
these rights may become very important. A minority holder, for ex- 
ample, may be willing to suffer the consequent harm to his equity 
interest if he can force the redemption of his bonds or get ‘‘interest’’ 
payments when the board of directors does not declare any divi- 
dends. For this reason it seems fair to insist, at the minimum, that 
pro rata shareholder debt be pure in form, i.e., a non-hybrid, to be 
considered for interest deduction purposes. That this will not be a 
serious burden is borne out by the fact that tax counsel presently 
recommend the use of non-hybrids in almost every pro rata situation. 

Assuming that the instrument before the court is clearly debt on 
its face, how should factors like thin capitalization, permanent capi- 
tal structure, and no new capital affect the application of section 
163(a)? All of these factors indicate that what is nominally debt is 
not realistically debt in the economic sense. An arm’s-length creditor 
will not lend to a corporation if a certain ratio of its already out- 
standing debt to its equity capital has been exceeded. What that ratio 
is obviously depends on the nature of the business. While a ratio of 
ten to one for a corporation organized to hold American Telephone 
& Telegraph Company stock might not seem outrageous, a similar 
ratio for an ice cream parlor or, a fortiori, a gold mine, might 
frighten away the boldest banker. Furthermore, the .Tax Court 
seems clearly correct in pointing out that an arm’s-length creditor 
would almost never lend to a business until the equity owners had at 
least provided the basic assets. In so far as the Courts of Appeals 
have ignored these factors, their position seems unfortunate. 

But, on the other hand, widely-held corporations are assured of a 
certain amount of interest deductions because such tests as thin 
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capitalization are inapplicable. The American Law Institute has 
stated : 1 


... Depriving certain closely held corporations of the tax advantages of debt 
financing would constitute discriminatory treatment in favor of competing 
corporations which were in fact able to borrow from outsiders. 


At first glance, this argument is unimpressive because it would 
seem that if the shareholders would assign more of their investment 
to equity and less to debt, they would not only assure the allowance 
of the deduction on their remaining debt, but the corporation would 
also be in a better position to attract outside credit. The real merit 
in the Institute’s argument lies in pointing up the fact that it seems 
unfair to disallow the deduction on all of a close corporation’s debt 
because it is inadequately capitalized or because part of the debt 
represents basic assets. It is because of this all-or-nothing approach 
in interest deduction cases that section 163(a), as presently inter- 
preted, may have a discriminatory effect. Is this approach required 
by the statute? 

To answer this question some basic principles must be considered. 
The problem involves a deduction from gross income for a business 
expense—the expense of hiring borrowed capital. The Supreme 
Court has often said that securing a deduction ‘‘depends upon legis- 
lative grace,’’ ** and it seems therefore that the taxpayer must show 
that its expense clearly falls within the statutory language in order 
to prevail. But section 163(a) does not distinguish between closely- 
held and widely-held corporations, nor does it expressly require the 
total disallowance of the deduction because the amount claimed is 
excessive. 

A comparison with the handling of deductions under other sec- 
tions seems relevant, especially where close corporations are in- 
volved. A corporation may deduct ‘‘reasonable’’ salary payments to 
its sole shareholder, although it is undoubtedly true that he could 
have contributed his services gratis and received the same money 
as a dividend because of the greater net profits resulting to the cor- 
poration. Similarly, a corporation may deduct rent paid to its sole 
shareholder even though he could have contributed the rental prop- 
erty to the corporation’s capital and thereby spared it this expense. 

163 2 ALI, op. cit. supra note 62, at 232. 

164 .g., New Colonial Ice Co. v. Helvering, 292 U.S. 435, 440 (1934). But see Griswold, 
An Argument Against the Doctrine that Deductions Should be Narrowly Construed as a 


Matter of Legislative Grace, 56 Harv. L. Rev. 1142 (1943), cited with apparent approval in 
Lykes v. United States, 343 U.S. 118, 120 n.4 (1952). 
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In these cases, as with pro rata holding of indebtedness, it does not 
matter to the shareholder as such whether the money comes to him 
in the form of rent, salary, or dividends; the only real difference is 
in the tax saving to the corporation. 

Section 162(a) (1), providing the deduction for salaries, expressly 
limits the deduction to ‘‘a reasonable allowance.’’ Section 162(a) (3), 
involving business rental expenses, does not contain the word ‘‘rea- 
sonable’’; it is, however, governed by the general language of sec- 
tion 162(a), which provides that the expense must be ‘‘ordinary and 
necessary.’’ The language in these sections is in fact distinguishable 
from that in section 163(a) which contains neither form of limita- 
tion. But section 163 does not deal exclusively with ‘‘trade or busi- 
ness expenses,’’ as does section 162, and so it would have been un- 
natural to use the words ‘‘ordinary and necessary’’ in that section. 
However, where a business expense in the form of interest is in fact 
involved, it does not seem improper to carry over the spirit, if not 
the letter, of the phrase ‘‘ordinary and necessary”’ into section 
163 (a). Furthermore, the language of these deduction sections is not 
inflexible. Witness the judicial treatment of section 162(a)(3) it- 
self ; 1 

... The statute contains no express limitation with respect to the reason- 
ableness of amount as a condition to deduction, but rentals or other payments 
for the use of property which are excessive in amount taking into considera- 
tion all the facts of the particular case, do not constitute ordinary and neces- 
sary business expenses. 


If unreasonable rent or salary payments are made to the sole 
shareholder in the examples given above, the deduction is limited to 
the reasonable amount, and the excees is deemed a dividend. It is 
submitted that a similar approach should be employed in cases in- 
volving a corporation’s deduction for interest paid to its share- 
holders. Even if the taxpayer bears no special burden when it claims 
a deduction, it would have to show by a preponderance of the evi- 
dence that the amount claimed by it as an interest expense was ‘‘rea- 
sonable,’’ taking into account the amount of its equity capital, the 
nature of its business, and any valid business reasons it might have 
had for issuing a large amount of debt securities. 

The factor relating to the corporation’s permanent capital struc- 
ture would have considerable importance, since it would seem un- 
reasonable to expect a creditor to lend money until a sound founda- 
tion was provided by equity capital. The no new capital factor would 
lose its significance in interest deduction cases involving recapital- 


165 Limericks, Inc. v. Comm’r, supra note 157, at 484. 
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izations or dividends; a conversion from equity to debt would be 
permitted if it would have been reasonable to create that much debt 
initially. 

It is hoped that the proposed ‘‘reasonable deduction’’ approach 
would prevent abuse of the interest deduction by encouraging the 
establishment of capital structures suitable to the business in ques- 
tion, and simultaneously curtail any possible discrimination which 
might result from the total disallowance of the deduction. Of course, 
determining what is a reasonable amount of indebtedness is a diffi- 
cult task. But it seems less difficult than the present procedure which 
also requires the consideration of the excessiveness, i.e., unreason- 
ableness, of a corporation’s debt structure,’ but which regards the 
capitalization ratio as only one of a variety of indeterminate factors. 
Furthermore, it is of great importance that a slight ‘‘error’’ in mak- 
ing this determination under the suggested method will vary the tax 
imposed only to the extent of the error—a marked contrast with the 
present all-or-nothing approach. Also, the initial task for the Com- 
missioner in deciding whether to challenge a deduction would be 
no harder than that now required in valuing the stock of a close 
corporation for estate tax purposes or in applying sections 162 and 
482, each of which necessitates making a determination in the con- 
text of a particular business.’ 

It must be conceded, however, that forceful arguments have been 
made against adopting the reasonable deduction approach: 1 


... Congress has not provided a ‘‘reasonable’’ deduction for interest, merely 
a deduction. The test remains whether under all the circumstances the interest 
deduction claimed related to true indebtedness. For the court to make partial 
allowance would exceed its judicial function. 


If this argument is deemed insuperable, it is submitted that the 
courts should follow the approach taken by the Tax Court in Gooding 
Amusement Co.” and Kraft Foods Co.,’” and by the District Court 
in Brake & Electric Sales Corp. v. United States. This would mean 
that if the debt represented the permanent capital structure of the 


166 For examples of cases where a very small capital investment, producing a high ratio, 
was nevertheless deemed adequate for the particular business, see Haley v. United States, 
60-1 U.S.T.C. 9 9169 (D.Ore. 1959) ; Ainslee Perrault, 25 T.C. 439 (1955). 

167 Spanbock, Carro, and Katz, supra note 161, at 690. 

168 Fuchs, Thin Incorporation—Debt or Stock?, 5 AM. U. Tax Inst. LECTURES 141, 165 
(1953). 

169 23 T.C. 408 (1954), aff’d, 236 F.2d 159 (6th Cir. 1956), cert. denied, 352 U.S. 1031 
(1957). 

170 21 T.C. 513 (1954), rev’d, 232 F.2d 118 (2d Cir. 1956). 

171 185 F.Supp 1. (D.Mass. 1960). 
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business, or if the shareholder-creditor cannot be expected to enforce 
the notes when this would hurt the corporation, the entire deduction 
would be disallowed and the taxpayer would be left to look to Con- 
gress for relief. If, on the other hand, it is agreed that reading a re- 
quirement of reasonableness into section 163(a) is not an improper 
exercise of statutory interpretation, it is submitted that the courts 
should adopt a policy of partial disallowance when necessary, at 
least until Congress acts. 


II. Repayment or THE ‘‘Loan’’—Return or CapitaL, REDEMPTION 
oF PrREePERRED Stock, or DivmEND? 


The tax treatment of the transfer of property by a corporation 
to its shareholders in cancellation of an alleged indebtedness de- 
pends upon the characterization of the preexisting relationship. If it 
is found to have been a debtor-creditor relationship, and if bonds or 
other evidences of indebtedness are surrendered, the retirement of 
the debt will be treated as an exchange under section 1232(a) (1).1” 
If the amount received exceeds the shareholder-creditor’s basis, he 
will have to pay a capital gains tax on the excess.’ If the debt repaid 
was not represented by a bond, debenture, note, certificate, or other 
evidence of indebtedness, the payment is characterized as a return 
of capital which, although not defined in the Code, is by its nature 
not ‘‘income.’’ 7“ If the payment results in the cancellation of an 
instrument which the court finds is really preferred stock, the trans- 
action is dealt with under sections 302 and 317, dealing with stock 
redemptions.’ This will lead to treatment as a ‘‘distribution of 
property’’ under section 301(a) if the redemption is essentially 
equivalent to a dividend.’ i’ the payment does not result in the sur- 


172 Section 1232(a) (1954) applies only if the evidence of indebtedness is a ‘‘ capital 
asset’’ in the hands of the taxpayer. See I.R.C. § 1221 (1954). For a more ample discus- 
sion of the problems raised by section 1232(a), see notes 184 and 185 infra. 

178 In most instances, this will be a long-term capital gain as defined in section 1222(3) 
(1954), receiving favorable tax treatment under section 1201 or section 1202 (1954). 

174 Since unevidenced advances are almost always cash, the question of gain on repay- 
ment will not often arise. But see note 184 infra. 

175 These sections would be equally applicable if the debt certificate is deemed common 
stock. However, those bonds and debentures which are treated as stock usually bear a much 
greater resemblance to preferred stock than to common stock. In any event, they form a 
different class of ‘‘stock’’ than the nominal common stock, whether or not they are a pre- 
ferred class, 

176 If the redemption is not essentially equivalent to a dividend, characterization of the 
instrument will usually be unnecessary, since sections 302(a) and 1232(a)(1) (1954) pro- 
duce substantially the same tax results. The taxpayer would also seem free to argue that 
the true nature of the distribution was a partial liquidation under sections 331 and 346 
(1954). 
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render of any instrument of indebtedness which can be deemed to be 
‘“stock,’’ but the court nevertheless feels that the original advances 
did not create valid debts, the advances are treated as ‘‘contribu- 
tions to capital’’ and the payments as distributions of property un- 
der section 301(a). This, of course, will bring dividend treatment 
under sections 301(c) and 316 to the extent of earnings and profits. 

Hybrid securities held by non-shareholders present no problem in 
this area. Even if such securities lack a maturity date and are prop- 
erly characterized as ‘‘ preferred stock,’’ their redemption would not 
be essentially equivalent to a dividend, because the non-shareholder 
is not left with a relatively unchanged equity position. Thus, a re- 
demption of preferred stock under section 302(a) and a redemption 
of debt securities under section 1232(a) would give rise to the same 
tax consequences to the non-shareholder, namely, a capital gain 
equal to the extent of the excess of the redemption payment over the 
holder’s basis in the instrument. 

If, however, debt instruments are redeemed from shareholders, 
a version of the familiar ‘‘bailout’’ situation is presented. Its im- 
portance can best be evaluated by a simplified description of the 
statute’s over-all treatment of bailout situations. Assume a corpora- 
tion with a single shareholder who had made an original investment 
of $600,000. Assume further that in a few years the corporation has 
accumulated $100,000 in earnings and profits and has an equal 
amount of excess cash which the shareholder would like to withdraw 
without ordinary income tax liability. Finally, suppose that the 
original capital structure had been set up, in the alternative, with 
(1) $500,000 of common stock and $100,000 of preferred stock; (2) 
$600,000 of common stock alone; (3) $500,000 of common stock and 
$100,000 of ‘‘bonds’’ (regular in form) ; or (4) $500,000 of common 
stock alone but with an open account liability of $100,000 to the 
shareholder for a loan of ‘‘ working capital.’ 

If in situation (1) supra the cash were distributed in redemp- 
tion of his preferred stock, neither the ‘‘safe harbor’’ of section 
302(b) (2) nor section 302(b)(3) would be available. Furthermore, 
the redemption would seem ‘‘essentially equivalent to a dividend,’’ 
because the shareholder’s surrender of rights under the preferred 
stock’s liquidation preference is compensated for by his new right 
to all the assets on liquidation as the sole equity owner, and because 
his surrender of the right to preferred dividends is compensated 
for by the fact that all future earnings will be available for divi- 
dends on the common stock. That the corporation is ‘‘smaller’’ is 
meaningless, since this is also the effect of any cash dividend. It 
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seems, therefore, that a pro rata redemption of preferred stock will 
not prevent dividend treatment.’ 

In example (2) above, a redemption of some of the common stock 
would produce the same result as the redemption just described. If 
instead, the corporation paid a stock dividend of $100,000 in pre- 
ferred stock, this would be deemed ‘‘section 306 stock.’’ If the share- 
holder sold this stock, the amount realized would be ordinary in- 
come.'® If the corporation redeemed this stock at a later date, and 
if the earnings and profits at that time were at least $100,000, ordi- 
nary income would still be the result.’”* If the corporation declared 
a dividend of debt securities, ordinary income would obtain to the 
extent of the fair market value of these securities.’*° Finally, if the 
corporation went through a recapitalization or reorganization, pur- 
suant to which each shareholder exchanged the same proportion of 
his common stock for cash, securities, or preferred stock, the share- 
holder would either have received ‘‘boot’’ (cash or ‘‘excess’’ securi- 
ties) taxable as a dividend **! or ‘‘section 306 stock.’’ 1** Thus, none 
of these various corporate maneuvers will accomplish the share- 
holder’s purpose of getting the cash out of the corporation tax-free 
or even at capital gains rates. It would seem that the 1954 Code has 
efficiently blocked the bailout. 

In situation (3), however, if the $100,000 is used to retire the 
bonds, section 1232(a)(1) provides that the transaction is treated 
as an exchange of property. Since the basis of the bonds was also 
$100,000, no gain would result from the exchange.’** Similarly, in 
situation (4) above, if the open account loan was a valid debt, its 
repayment would not give rise to any income. Since, as was seen 


177 I.R.C. § 302(d) (1954). 

178 I.R.C. § 306(a) (1) (1954). 

179 T.R.C. § 306(a) (2) (1954). 

180 J.R.C. § 301(b) (1) (A) (1954). 

181 I.R.C. §§ 354(a) (2) (B), 356 (a) (2), and 356(d)(2)(B) (1954). It has been pro- 
posed that the amount of the ‘‘ boot’’ resulting from a distribution of ‘‘ excess securities’’ 
be measured by fair market value rather than face value. See ALI, op. cit. supra note 62, at 
451-454. 

182 T.R.C. § 306(¢) (1) (B) (ii) (1954). 

183 If the hypothetical shareholder had transferred the assets of a going business (worth 
$600,000) to the corporation in a section 351 transaction, his basis in the bonds would equal 
one-sixth of his basis in the assets. In this event the retirement would produce a capital gain 
equal to the difference between $100,000 and the allocated basis. 

184 Tf the open account indebtedness grew out of a loan of property with a basis lower 
than its fair market value, several difficult questions arise on repayment. First, is such an 
open account debt a capital asset? This question is well beyond the scope of this paper. 
Secondly, even if it is a capital asset, it its retirement a ‘‘sale or exchange’’ within the 
meaning of section 1222(3) (1954) so as to make the resultant gain eligible for long-term 
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when considering the interest deduction, the sole shareholder or the 
pro rata holder of debt and equity in general is not affected in any 
economic sense by the fact that a portion of his contribution is taken 
in the form of indebtedness rather than as stock, it will be no hard- 
ship to him to plan for situations (3) or (4) rather than (1) or (2). 
If this is true, what has become of the anti-bailout policy of the Code? 

The Commissioner has reacted to this threat, but his resources are 
rather limited. If a hybrid security is involved, he can argue that it 
is in fact preferred stock and that its alleged retirement should be 
treated as a redemption under section 302. If the instruments are 
pure debt in form, or if there are no instruments at all, the Commis- 
sioner is relegated to the argument that the original investment 
really represented a contribution to capital and that therefore the 
alleged retirement of debt is really a distribution of property with 
respect to the underlying common stock. At this point all of the 
factors, such as thin capitalization, permanent capital structure, and 
no new capital, again become relevant. 

Although the interest deduction has given rise to far more litiga- 
tion and discussion, this problem concerning the repayment of the 
alleged loans could ultimately prove of equal or greater significance 
to the revenue. For example, suppose a hypothetical shareholder set 
up his corporation with $150,000 of stock and $450,000 of twenty- 
year debentures, redeemable at the corporation’s option. If the 
shareholder could withstand the Commissioner’s attack on the valid- 
ity of the indebtedness (and he most probably could under present 
law), he would be able to withdraw $450,000 over the 20 years tax- 
free, with great flexibility as to the time and amount of the retire- 
ments.’*° Such a plan would have the effect of allowing the share- 
holder to withdraw his capital investment, in the economic sense, 
while leaving the earnings in the corporation.’* After the debentures 
had all been retired, he might liquidate the corporation, thereby con- 
capital gain treatment? Section 1232(a) (1954) is of no help, since it applies only to the 
retirement of certain types of evidences of indebtedness. There seems no clear answer. See 


BirrKer, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS 118-119 
(1959). 

185 For example, if both personal and corporate conditions made it desirable, he could 
receive annual payments of $25,000 for 18 years. But section 1232(a)(1) (1954) speaks 
only of the ‘‘retirement’’ of indebtedness. If the creditor is paid in a transaction that does 
not constitute a ‘‘retirement,’’ section 1232(a) would not seem to apply and the transac- 
tion thus might not be deemed an ‘‘ exchange.’’ See BITTKER, op. cit. supra note 184, at 119. 
Quaere whether a partial payment of indebtedness is a ‘‘retirement’’? 

186 Of course, the accumulated earnings tax, sections 531-537 (1954) could partially 
frustrate this plan. If the entire $450,000 were paid at maturity rather than periodically, 
however, this tax might present less of a problem. See discussion p. 61 infra. 
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verting the accumulated earnings to capital gain at that time.’** The 
tax advantages of setting up a prearranged ‘‘bailout’’ in this man- 
ner stand out in bold relief.'* 

There appear to be three main reasons why there has been so little 
litigation in this area. First, since the interest deduction is usually 
put in issue before repayments are made, and since disallowance of 
the interest deduction is grounded upon a finding of no valid in- 
debtedness, the close corporation will not make payments on the 
alleged indebtedness once the interest deduction has been challenged. 
The shareholders prefer to fight out the question of the validity of 
the indebtedness in interest deduction cases rather than run the risk 
of having repayments treated as dividends. Second, if the corpora- 
tion does poorly, the repayment issue will not arise, because no re- 
payments will be made regardless of whether the debts have ma- 
tured. Similarly, subordination or renewal of the ‘‘loans’’ may pre- 
vent the issue from arising. Third, unquestionably the most impor- 
tant reason that more repayment cases have not arisen is that in 
recent years the incorporators of going businesses have preferred 
to ‘‘sell’’ a large part of their assets to the corporation rather than 
contribute them for debt securities. Although such ‘‘sales’’ raise 
closely-related problems under sections 301 and 302 when payments 
are made, these will be treated separately later for purposes of 
clearer analysis.'® 

Those cases which have been decided in this area reveal a consid- 
eration of the same factors stressed in the interest deduction cases 
involving non-hybrids. They do not seem to stress the bailout aspects 
of the problem, but rather limit their inquiry to the validity of the 
indebtedness, permitting the benefits of a bailout upon a showing 
that a capital structure is not unreasonable. Some of the results seem 
almost shocking. 

In Estate of Miller,’ a case involving a ‘‘loan’’ of cash and two 
‘“sales’’ of assets, the shareholders, three brothers who had been 
partners in the antecedent business, emerged with $1,050 of capital 
stock and $175,000 of notes, equally divided among them. In the first 
two years each brother received payments on these notes of $7,500 


187 If the shareholder had died in the meantime, section 1014 (1954) would have made 
a further tax saving possible by increasing the basis of the stock in the hands of his legatees 
to the fair market value at the time of his death. 

188 For still another bailout possibility in this area, see discussion p. 58 infra. 

189 This seems advisable for several reasons. First, if a ‘‘sale’’ is involved, the share- 
holders may have paid a tax at the time of the sale; secondly, section 1239 (1954) may 
apply to that ‘‘sale’’; and finally, the ‘‘sale’’ cases can best be evaluated after section 351 
(1954) is considered in more detail. 

190 24 T.C, 923 (1955), rev’d, 239 F.2d 729 (9th Cir. 1956). 
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and $10,000. The taxpayers conceded that business prospects were 
so good they expected the notes to be paid off within a few years. The 
Court of Appeals used evidence based on the deceased brother’s 
estate tax return to determine the ‘‘true value”’ of the capital stock, 
mentioned that the notes were issued to facilitate estate planning, 
and reversed the Tax Court which had held the payments to be divi- 
dends.’** Regardless of how the ratio should or should not have been 
computed, it seems obvious that the shareholders had arranged to 
withdraw the first $175,000 of corporate earnings in a manner which 
would be tax-free except for the possibility of capital gains taxes on 
amounts received in excess of their bases in the notes. 

Jennings v. United States * is perhaps an even more disturb- 
ing case in point. Between 1935 and 1942 a shareholder advanced 
$325,000 to a corporation in which he and his wife held substantially 
all the shares. In return, the two shareholders received 18 interest- 
bearing promissory notes. In 1942, when times were bad, these share- 
holders agreed to cancel the notes and contribute them as paid-in 
surplus. The other shareholders (who owned five out of a total of 726 
shares) matched this donation by proportional cash payments. A 
corporate resolution, however, said that the paid-in surplus re- 
mained a debt which would be paid when the board of directors saw 
fit. By 1948 business was booming and $109,000 was paid to the prin- 
cipal shareholders and charged to paid-in surplus. The Commis- 
sioner claimed the payments were dividends and asserted a defi- 
ciency. The taxpayer paid, but then was awarded a $66,000 refund 
by the District Court because the payments were ‘‘on indebtedness.”’ 
In the Court of Appeals, the Government conceded that the notes 
were indebtedness up to 1942, even though no interest had ever been 
paid on them, but it argued that a contribution to capital had been 
made in that year. The Court found that intent was controlling. The 
crucial evidence of intent was the fact that various corporate resolu- 
tions recited that the 1942 plan was an effort to follow a 1932 case 
in which another Court of Appeals had found true indebtedness. 
The District Court’s judgment was affirmed.’ 

The Jennings case illustrates what might be termed a ‘‘floating 
bailout.’’? The shareholders contributed money which the corpora- 


191 The Tax Court had relied heavily upon the permanent capital structure factor. Id. at 
930. 

192 58-2 U.S.T.C. J 9842 (N.D.IIl. 1958), aff’d, 272 F.2d 842 (7th Cir. 1959). 

193 Weaver v. Comm’r, 58 F.2d 755 (9th Cir. 1932). 

194 For other examples of the taxpayer’s fairly consistent success in these cases, see 
Haley v. United States, supra note 166; Hill v. United States, 58-2 U.S.T.C. 7 9860 (S.D. 
Ohio 1958) ; Leonard J. Erickson, 15 TCM 1338 (1956). 
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tion badly needed. The ‘‘debt’’ was not only subordinated, but the 
balance sheet showed ‘‘outsiders’’ that it was not a debt at all. No 
interest was paid, and after 1942 none was even payable. Neverthe- 
less, when the corporation prospered and was in a position to pay a 
large dividend, and did in fact pay what looked to all the world like 
a large dividend, almost miraculously the distribution came out tax- 
free. The taxpayers argued that it would amount to unfair double 
taxation to tax the 1948 payments as dividends, because the money 
which was loaned to the corporation had previously come out of the 
corporation and was taxed at that time. This seems sheer nonsense, 
since everyone’s investments are made with previously taxed in- 
come and, of course, no one forced the corporation to pay the original 
dividends. Furthermore, the Court’s argument with respect to the 
corporation’s intent is singularly unimpressive. There was in fact 
only one ‘‘intent’’ involved—the controlling shareholders’—and this 
was to do what was best for the corporation and themselves viewed 
as a unit. This meant ‘‘equity’’ in bad times and ‘‘debt’’ in good 
times when the income tax became an important factor. Clearly, the 
equities of the situation do not seem to demand that shareholders be 
allowed such flexibility. 

Despite the clearly-expressed Congressional purpose to guard 
against stock bailouts, few, if any, statutory barriers have been 
erected against the use of debt to achieve the same result. Section 
302(d) speaks only of redemption of ‘‘stock.’’ Unless an instrument 
exists which can be placed in that category, it would seem that that 
section is inapplicable. Therefore, its usefulness may be limited to 
cases involving the types of hybrid securities which are seldom 
issued by close corporations today. 

This focuses attention on section 301(a). If the repayment of al- 
leged indebtedness held pro rata by shareholders can be considered 
as a ‘‘distribution ... made by a corporation to a shareholder with 
respect to its stock,’’ the further step of classifying it as a dividend 
under section 316 is much less of a problem. Because courts have 
usually only been willing to hold such repayments to be ‘‘dividends’”’ 
if the debt-equity ratio is unreasonable, this approach has had but 
limited success. 

If a corporation’s debt structure is not unreasonable, it was con- 
cluded above that its deduction for interest should be allowed even 
though the payments are made to shareholders. There are two re- 
lated reasons for this: (1) the deduction itself is not unlike other 
reasonable deductions allowed by the Code to all corporations; and 
(2) it seems necessary to avoid giving a widely-held corporation with 














1960] CORPORATE INDEBTEDNESS TO SHAREHOLDFRS 43 


a similar structure an unfair tax advantage. In marked contrast, the 
allowance of any tax-free return of capital through the retirement 
of pro rata shareholder debt violates the general statutory pol- 
icy against bailouts and discriminates against the shareholders of 
widely-held corporations who cannot withdraw their capital tax-free 
while fully maintaining their equity positions. Therefore, regard- 
less of the reasonableness of a corporation’s capital structure, it 
would seem desirable to treat all repayments of pro rata indebted- 
ness as dividends.’® 

Unfortunately, it does not seem that the present statute will per- 
mit this. Under traditional concepts, a repayment of indebtedness is 
not a distribution with respect to stock but rather is considered an 
event independent of stockholding. The language of section 1232(a) 
seems to bear this out, since it makes no distinction between the re- 
tirement of evidences of indebtedness held by shareholders and non- 
shareholders. Furthermore, to be consistent with the allowance of 
the interest deduction on a reasonable amount of indebtedness, 
whether or not held by shareholders, it seems that section 1232(a) 
would have to be regarded as comprehending such indebtedness. 
Nevertheless, the courts should carefully scrutinize all alleged in- 
debtedness, using all of the tests the Tax Court has developed, to 
see if it comes as close to satisfying the traditional standards of the 
debtor-creditor relationship as indebtedness to shareholders ever 
can. Furthermore, if thin capitalization or some other factor pro- 
vides a reasonable basis for disregarding the indebtedness, no con- 
sideration compels partial dividend treatment, and so the all-or- 
nothing approach seems justifiable in this area. A more effective 
means of blocking this form of prearranged bailout can only come 
through statutory amendment.’ 


III. Losses IncurrED WHEN THE CorRPORATION Farts: WorTHLESS 
SEcuRITIES OR Bap Dests? 


If an alleged debt instrument is held to be a share of stock or a 
‘‘security’’ within the definition of section 165(g) (2) (C), the loss re- 


195 Although the indebtedness is held pro rata, it may not always be retired pro rata if 
one shareholder needs the money more than the others. While this fact might present some 
theoretical difficulties, they do not seem serious if it is remembered that a distribution of 
property to a shareholder can be a dividend even though all the other shareholders do not 
receive a dividend at the same time. See Gooding Amusment Co., supra note 169, at 422. 

196 In so far as it is applicable, Subchapter S obviates the problems in this area. Since 
the corporate income is taxed to the shareholders when earned, the retirement of indebted- 
ness is roughly equivalent to a similar payment by a partnership and does not resemble a 
dividend in any way. 
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sulting from its becoming worthless within the taxable year is a cap- 
ital loss—either short- or long-term, depending upon the taxpayer’s 
holding period.’ This same result obtains if an advance by a share- 
holder is deemed a contribution to capital rather than a loan, because 
the loss suffered is considered to be on his common stock. If, however, 
a valid debt is not evidenced by a ‘‘security,’’ its worthlessness gives 
rise to a bad debt deduction under section 166." 

A security is defined as ‘‘a bond, debenture, note, or certificate, or 
other evidence of indebtedness, issued by a corporation . . . with in- 
terest coupons or in registered form.’’ ** For this reason bad debt 
eases only involve losses on simple promissory notes and unevi- 
denced advances. The first issue in such a case is whether the ad- 
vances in question created true indebtedness or were really contribu- 
tions to capital. The answer to this question will determine whether 
the taxpayer is limited to a capital loss (usually long-term) resulting 
from the contribution to capital, or whether the case proceeds to the 
second issue which pertains to the classification of bad debt deduc- 
tions. If the debt was a business debt, the loss is fully deductible ; but 
if the debt was ‘‘non-business,’’ the loss is subject to the limitations 
placed on the deductibility of short-term capital losses.” 

Historically, this limitation arose from situations outside the 
shareholder-corporation area. The bad debt deduction had long been 
subject to abuse and therefore productive of litigation. Loans were 
often made within the family under circumstances which put in ques- 
tion the alleged creditor’s intention to demand repayment. Section 
166(d) was originally enacted to take care of this situation by 
sharply reducing the tax benefits of deductions for this type of bad 
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197 T.R.C. § 165(g) (1) (1954). This will usually be a long-term capital loss in any event, 
but the probability of long-term designation is increased by this section’s presumption 
that the loss occurred on the last day of the taxable year. Section 165(g) (3) (1954) grants 
an exception to corporate taxpayers for losses on worthless stock or securities in an ‘‘ affil- 
iated corporation’’ as defined in that section. The effect of the exception is to allow the cor- 
poration an ordinary loss. See Byerlyte Corp. v. Williams, 170 F.Supp. 48 (N.D.Ohio 1958). 

198 Business bad debts result in ordinary loss treatment under section 166(a) (1954), 
while non-business bad debts give rise to a short-term capital loss under section 166(d). A 
debt owed to a corporate creditor is presumed to be a business debt. 

199 I.R.C. § 165(g) (2) (C) (1954), incorporated by reference in I.R.C. § 166(e) (1954). 

200 If the only question in a particular case is whether the taxpayer incurred a non-busi- 
ness bad debt or a short-term capital loss on worthless securities, there would be no reason 
for either side to litigate. But when the taxpayer claims to have been in the business of 
lending money to small corporations and to have thereby suffered a business bad debt, the 
Commissioner may oppose the full deduction by showing either that the debt was non-busi- 
ness or that the loss really resulted from securities becoming worthless. The taxpayer thus 
has to establish that he has incurred some kind of bad debt before he can go on to argue 
that the debt was of the business variety. 
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debt.” The language of the section, however, is much broader and 
extends to all non-business debts, including advances to close cor- 
porations. The question which often commands the primary atten- 
tion of the court and parties in cases in this area is whether the ad- 
vance to the corporation created a business or non-business debt. 
That question is beyond the scope of this paper.?” 

The issue to be treated here arises when the Commissioner, not 
satisfied with the limitation to short-term capital loss treatment, 
takes the position that the advance to the corporation did not create 
an indebtedness at all. The Commissioner argues that if any loss has 
occurred, it could only have been upon the underlying stock because 
the advances were made under circumstances showing so great a 
probability of loss that no bona fide creditor could have made them. 

The leading case in this area, Benjamin D. Gilbert,?* brings out 
practically all of the factors which are discussed in bad debt cases. 
Mr. Gilbert and Mr. Borden organized the corporation in 1946, each 
contributing $40,000 in cash or property to its capital. In 1946, 1947, 
and 1948, Mr. and Mrs. Gilbert advanced over $80,000 to the corpora- 
tion for interest-bearing demand notes. Mr. Gilbert also made other 
advances on open account and personally guaranteed a loan from an 
‘‘outsider’’ to the corporation. Mr. Borden, as per agreement, made 
advances in amounts equal to those of the Gilberts and joined in 
guaranteeing the outside loan. The corporation, which engaged in 
the business of buying and selling other small businesses (appar- 
ently a highly speculative venture), never showed a profit, never 
paid any interest on the notes, and was liquidated in 1948. 

The Tax Court held that Mr. Gilbert’s advances ‘‘ were, in reality, 
contributions of risk capital and did not give rise to bona fide debts 
on the part of the corporation.’’ ** Not satisfied with this explana- 
tion, the Court of Appeals for the Second Circuit reversed and re- 
manded, instructing the Tax Court to expand upon the reasons for 
its holding. The Tax Court replied with the following ‘‘ specific find- 
ings of ultimate facts’’ (as summarized by the Court of Appeals) : 

(1) Benjamin anticipated and understood that the funds received by Gil- 
bor, Ine., upon the issuance of its capital stock, would not be sufficient to 
finance the conduct of its business ; 

201 See BITTKER, op. cit. supra note 184, at 121. 

202 For a discussion of that question, see id. at 120-122. 

20315 TCM 688 (1956), rev’d, 248 F.2d 399 (2d Cir. 1957), on remand, 17 TCM 29 
(1958), aff’d, 262 F.2d 512 (2d Cir.), cert. denied, 359 U.S. 1002 (1959). 
204 Id. at 694. Mrs. Gilbert’s losses were held to be non-business bad debts; Mr. Borden 


was allowed a business bad debt deduction. See note 206 infra. 
205 Gilbert v. Comm’r, 262 F.2d 512, 513 (2d Cir. 1959). 
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(2) no outside investor would have made similar advances without security ; 

(3) the advances were made substantially in proportion to the stock owner- 
ship of the stockholders ; 

(4) the advances were made without regard to the normal creditor safe- 
guards; 

(5) no effort was made to enforce the obligations ; 

(6) Benjamin had no reason to expect repayment unless the business were 
successful ; and 

(7) that as a matter of ‘‘substantial economic reality’’ the advances by Ben- 
jamin were placed at the risk of the business of Gilbor, Inc., and constituted 
risk capital. 


Upon a second appeal, the Tax Court’s decision was affirmed. A 
different panel of the Court of Appeals for the Second Circuit stated 
that the crucial factors in the Commissioner’s favor were Mr. Gil- 
bert’s knowledge that his advances might be ‘‘swallowed up’’ by the 
corporation’s capital requirements, the attempt to keep the advances 
proportional to stockholding, and the poor chances of repayment.?” 

Taking the factors in order, (1) might be a reference to the thin 
capitalization doctrine. But on the prior appeal, Judge Waterman 
had pointed out that the ratio was only 2.19 to 1 and that therefore 
‘*the ‘thin corporation’ standard is of no value.’’ 7" In other cases, 
however, the debt to equity ratio has been deemed of great impor- 
tance in showing that the advancing shareholder could not expect re- 
payment of his loan.”* Judge Waterman suggested another possible 
meaning for this factor—any time shareholders know the corpora- 
tion will need more capital in the future, such capital must be equity 
—but he then said that such an argument must fail.” This seems un- 


206 The Court then added this remarkable paragraph: ‘‘Petitioner’s argument that the 
Tax Court arrived at three different and inconsistent results in treating Benjamin’s ad- 
vances as capital contributions, his wife’s advances as non-business bad debts and Albert 
Borden’s advances as business bad debts is not persuasive because each person had a suffi- 
ciently different relationship with Gilbor, Inc., to justify these conclusions.’’ Id. at 514. 
Compare with this statement, the Tax Court’s own admission that it probably erred with 
respect to Mrs, Gilbert’s liability. Benjamin D. Gilbert, 17 TCM 29, 30 (1958). 

207 Gilbert v. Comm’r, 248 F.2d 399, 410 (2d Cir. 1957) (concurring opinion). 

208 Z.g., Isidor Dobkin, 15 T.C. 31 (1950), aff’d per curiam, 192 F.2d 392 (2d Cir. 1951) ; 
John F. Douglas, 17 TCM 143 (1948). But see Rowan v. United States, 219 F.2d 51 (5th 
Cir. 1955) (ratio alone cannot be conclusive) ; cf. Earle v. W. J. Jones and Son, Inc., 206 
F.2d 846, 851 (9th Cir. 1952) (adequacy of debt structure must be judged at the outset, 
not after the business has failed). 

209 Gilbert v. Comm’r, 248 F.2d 399, 410 (2d Cir. 1957). He then went on to say: ‘‘Once 
it is established that the parties’ equity investment is more than nominal, the means by 
which the corporation’s activities are financed is a matter to be handled in whatever way 
seems most advantageous to it.’’ This language is, of course, reminiscent of that in Rowan 
v. United States, supra note 208, at 55, and seems rather out of character for the Court of 
Appeals for the Second Circuit. It thus adds that much more to the confusion generated by 
Gilbert, 
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doubtedly correct, since a contrary view would seem to require full 
equity capitalization at the start of most businesses, something that 
is rare even in widely-held corporations. 

Finding (2) imports the outside investor test into this area. Such 
a test would seem fatal to the taxpayer in most instances if strictly 
enforced, since unsecured advances by an outsider to an under-cap- 
italized business which is going downhill would be a rare event in- 
deed. Witness the fact that in Gilbert itself the Credit Suisse re- 
quired personal guarantees and collateral from the shareholders be- 
fore it would make a loan. 

Finding (3) should serve as the final blow to the taxpayer’s 
chances in a situation like that in Gilbert. If the advances are not pro- 
portional to stockholding, they look much more like debts in that the 
advancing shareholder’s interest in the business changes progres- 
sively to that of a creditor as his advances increase in amount, at 
least when compared to his fellow shareholders. When the point is 
reached where all the assets left in the business are owed to one 
shareholder-creditor, he may very well act like an outsider, 7.e., he 
may see no reason to risk the remaining assets in order to give the 
others a chance to restore their equity positions. However, with pro 
rata advances not only is the risk great, but everything is calculated 
to maintain the same relationship between the stockholders as if they 
in fact had bought more stock. In Gilbert the Court of Appeals drew 
a further inference from the proportionality agreement—it thought 
that such an agreement revealed the shareholders’ lack of confidence 
that the loans would be repaid and a desire that each share the even- 
tual loss.?"° 

Findings (4) and (5) seem cumulative on findings (1) and (2), in 
that the Tax Court apparently would require Mr. Gilbert to act like 
an outside creditor as well as think like one. Of course, as was seen 
when considering the interest deduction supra, such an expectation 
is totally unrealistic. Pledging the corporation’s assets would be a 
mere pretense, since Gilbert and Borden owned them proportionally 
anyway, and pledging his personal assets as collateral to himself 
would be even more ludicrous. Similarly unrealistic would be a re- 
quirement that these shareholders foreclose when things looked 
dark. Foreclosure would bring liquidation, and therefore it cannot 
be expected until these ‘‘creditors,’’ in their role as shareholders, be- 
lieve liquidation to be desirable.?™ 

210 Gilbert v. Comm’r, 248 F.2d 399, 407 (2d Cir. 1957). But cf. Bijou-Pensacola Corp., 


172 F.Supp. 309 (N.D.Fla. 1959). 
211 Compare Isidor Dobkin, supra note 208, where the Tax Court pointed out that repay- 
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Findings (6) and (7) suggest the permanent capital structure con- 
cept. They may not apply equally in all bad debt cases, nor even to 
all of the advances involved in one case. At the outset of an enter- 
prise the incorporators may be filled with high hopes and hardly 
foresee the future benefits of a bad debt deduction.”"* After contrib- 
uting sufficient equity capital to purchase the basic assets, they may 
wish to lend working capital to the corporation. It is true that if the 
corporation does badly, this working capital will be lost, and to that 
extent repayment does depend on the success of the venture. But if 
the expectations of success were reasonable, even an outsider might 
have advanced the money; and in any event, such a case seems dis- 
tinguishable from Gilbert where failure was the pattern from the 
start, and the corporation appeared to be under-capitalized (despite 
the low ratio) in that the advances were used to purchase stock in 
other corporations, 7.e., assets which were to form the foundation of 
its business as a holding company. 

If in order to obtain a bad debt deduction the shareholder must 
act like a creditor, it seems that the taxpayer will have little chance 
in these cases. In fact, he does seem to have had less success here than 
in any other area of the debt versus equity problem. However, the 
courts generally have not gone so far as the Tax Court appeared to 
go in Gilbert. It should be noted that in affirming the second Tax 
Court decision in Gilbert the Court of Appeals did not stress the 
factors which seemed to require the taxpayer to act like a creditor. 
Thus, the emerging test may be that the taxpayer must behave like a 
reasonable shareholder-creditor, rather than like a reasonable out- 
side creditor, in order to prevail. 

Under such a test the critical factors would seem to be the propor- 
tionality of the advances and the reasonableness of the expectations 
of repayment. If the advances are not made in proportion to stock- 
holding, it would seem that the taxpayer did expect repayment, and 
he should only lose if the surrounding circumstances show that his 
expectation was clearly unwarranted.*" If, on the other hand, the ad- 
vances are made pro rata, whether or not there is a formal agree- 
ment to make them that way, the situation is so suspicious and so 
close to the typical contribution to capital that the taxpayer must 
show by the clearest proof that his expectation of repayment was 
reasonable. At this point the ratio of debt to equity assumes consid- 
erable importance, as does the use of the funds advanced. Perhaps 


ing the advances would render the corporation insolvent and would thus be illegal under 
state law. 

212 See, e.g., Earle v. W. J. Jones and Son, Inc., supra note 208, at 851. 

213 Td. at 850 (slight disproportion cited as a factor in the taxpayer’s favor). 
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the most important consideration is the business situation at the 
time of the advances. If prospects are bright, the situation may jus- 
tify an expectation of repayment which no longer exists when later 
loans are made. It may therefore be proper to disallow the deduction 
as to losses on later advances, while upholding it as to the earlier 
ones.”"* 

It is submitted that the word ‘‘debt’’ should be given a somewhat 
more expansive interpretation in the context of section 166(d) than 
seemed desirable in the interest deduction and repayment areas dis- 
cussed above. There are two reasons for this: 

(1) Section 166(d), providing special treatment for non-business 
bad debts, was specifically designed as a compromise measure to 
handle close cases between bona fide debts and gifts. It seems equally 
appropriate as a compromise measure for handling the anomalous 
situation presented when a corporation is indebted to its sharehold- 
ers. Indeed, the problems seem much the same. When a father lends 
money to his son who is setting out on a somewhat risky venture with 
a minimum of capital, no matter how formally the promissory note 
may be drafted, the father’s expectation of repayment may be very 
uncertain. Furthermore, he will not often throw his son into an in- 
voluntary bankruptcy; more likely he will even advance additional 
funds if the son has trouble. 

The shareholder and the close corporation are much the same. As 
a general matter, what is good for the corporation is good for the 
shareholder. Thus, like the fond father, the shareholder cannot be 
expected to act like the hard-headed creditor. Nor is it easy to deter- 
mine whether the alleged indebtedness to him is of the variety which 
would have given rise to a bad debt deduction before the insertion 
of the non-business bad debt concept into the Code. Therefore, a 
shareholder like a father should not have to measure up to the stand- 
ards of an unrelated creditor to secure the benefits of the deduction 
under section 166(d). A clear showing of a reasonable expectation of 
repayment should usually suffice. 

(2) The adoption of section 1244 and Subchapter S in 1958 evi- 
dences a strong Congressional policy to encourage investment in 
small business corporations. Each provides an opportunity for the 
shareholder to procure ordinary loss deductions if his stock declines 


214 See Wilfred J. Funk, 35 T.C. No. 7 (Oct. 13, 1960); Bittker, Thin Capitalization: 
Some Current Questions, 34 Taxes 830, 831-832 (1956). But cf. Bijou-Pensacola Corp. v. 
United States, supra note 210. In this case, the earlier advances were held contributions to 
capital, because they went to finance the building of the theatre which was the corporation’s 
principal asset, but a bad debt deduction based on the later advances was upheld. See also 
George J. Schaefer, 24 T.C. 638 (1935). 
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in value. Section 1244 does this directly by permitting losses on ‘‘sec- 
tion 1244 stock’’ to be deducted as ordinary losses in an amount up 
to $25,000 (or $50,000 if a joint return is used) each year. If a corpo- 
ration elects to be taxed under Subchapter S, section 1374 permits 
the shareholder to deduct from his income each year his ratable 
share of a net operating loss suffered by the corporation. As more 
and more corporations avail themselves of these sections, the bad 
debt cases discussed above will decline in number and importance. In 
the meantime, since Congress is apparently willing to permit ordi- 
nary losses on stock in certain situations, it does not seem that a 
court should require a shareholder-creditor to have acted like an 
outside creditor in order to be allowed the benefit of a short-term 
capital loss deduction when an alleged debt becomes uncollectible. 

One final point deserves mention in the bad debt area. Until 1956, 
a line of cases had held that if a shareholder guaranteed a loan to 
his corporation and was forced to pay on the guaranty, his loss was 
fully deductible as a loss incurred in a transaction entered into for 
profit.2*> In Putnam v. Commissioner, *'* the Supreme Court over- 
ruled all of these cases, holding that the loss in that case was deducti- 
ble only as a non-business bad debt. It said that the guarantor does 
not voluntarily acquire a debt known to be worthless, as the prior 
cases had held, but rather suffers an involuntary loss on a bad debt.?"" 
Had the former been the case, said the Court, the taxpayer would 
have made a gift and would be entitled to no deduction at all. The 
Court concluded that, ‘‘ There is no real economic difference between 
the loss on an investment made in the form of a direct loan to a cor- 
poration and one made indirectly in the form of a guaranteed bank 
loan.’’ 748 The Court did not go on to consider whether thin capitali- 
zation or other factors could result in the denial of even the non-busi- 
ness bad debt deduction, but it seems a possibility.?”” 


TV. Tue Corporation’s Basis in Property ‘‘Soup’’ ro It sy SHare- 
HOLDERS OR T'RANSFERRED TO IT For ‘‘OTHER PROPERTY’’ 
Unpver Section 351 


When a shareholder transfers property to a corporation, the basis 
which the corporation acquires in the property is tied to the taxabil- 


215 I.R.C. § 165(c) (2) (1954), formerly § 23(e) (2) (1939). See, e.g., Pollak v. Comm’r, 
209 F.2d 57 (3d Cir. 1954). See generally Holzman, The Current Trend in Guaranty Cases: 
An Impetus to Thin Incorporation?, 11 Tax L, Rev. 29 (1955). 

216 352 U.S. 82 (1956). 

217 Id. at 88. But see Justice Harlan’s dissent. Id. at 93. 

218 Id, at 92-93. 

219 Cf. discussion p. 29 supra. 
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ity of the transfer. If a corporation purchases property, the transfer 
is taxable, and the basis is ordinarily the ‘‘cost’’ of the property 
under section 1012. If, however, the ‘‘sale’’ is by a group which 
would qualify as ‘‘transferors of property’’ under section 351, and 
if payment is made by issuing certificates of indebtedness, the sale 
may be held to be comprehended by section 351 because the instru- 
ments are ‘‘stock or securities’’ under that section.*”° Moreover, if 
the alleged sale is made close in time to a section 351 transaction in 
which stock is issued, and if the transferors again come within sec- 
tion 351, the property ‘‘sold’’ may be deemed part of the considera- 
tion for such stock in complete disregard of the newly-created notes 
or open account indebtedness.”*! The effect of subsuming the sale 
under section 351 is to prevent the recognition of any gain or loss on 
the transaction and simultaneously to require the carrying forward 
of the transferor’s basis in the assets as the corporation’s basis un- 
der section 362(a). 

A purported sale may be held non-taxable and the step-up in basis 
disallowed, regardless of the time of the transfer and without con- 
sidering whether the control requirements of section 351 have been 
met. This may occur if a court deems the transfer a ‘‘contribution to 
capital’’ rather than a sale. In such a case section 362(a) provides 
for the carryover of the transferor’s basis.” 

The transfer of property to a corporation may be partially taxable 
if section 351(b) governs. This section provides for the recognition 
of gain on the transfer of property to the corporation to the extent 
that the transferors receive property from the corporation other 
than stock or securities. Thus, even if the transferors willingly come 
within section 351, they can achieve a step-up in the basis of the 


220 The meaning of ‘‘securities’’ in section 351 (1954) may be a central issue in either 
‘*sale’’ or ‘‘ boot’’ cases. At best, it is only an alternative argument for the Commissioner, 
since for reasons discussed infra, he would much prefer a holding of ‘‘stock’’ or ‘‘con- 
tribution to capital.’’ A lengthy discussion of the meaning of ‘‘securities’’ would be be- 
yond the scope of this paper. The Treasury has ruled that four-year notes are not ‘‘ securi- 
ties’’ but ‘‘ other property.’’ Rev. Rul. 56-303, 1956-2 Cum. Buu. 193. This ruling may be 
quite limited in scope, however. See Camp Wolters Enterprises, Inc. v. Comm’r, 230 F.2d 
555 (5th Cir.), cert. denied, 352 U.S. 826 (1956) ; Warren H. Brown, 27 T.C. 27 (1956) ; 
Pennell, Tax Planning at the Time of Incorporation, 35 Taxes 927, 935 (1957). For some 
newly-proposed definitions of ‘‘securities’’ in section 351, see ALI, op. cit. supra note 62, 
at 438-443, 

221 Such a holding would, of course, constitute an application of the ‘‘step transaction’’ 
doctrine familiar in tax cases. The disregarded notes are not treated as dividends. See Bitt- 
ker, supra note 214, at 833. But quaere what the basis of these notes would be if sold before 
retirement? 

222 There is no section in the Code which makes a contribution to capital non-taxable. 
However, it is not an ‘‘exchange,’’ and non-taxability seems required as a concomitant of 
the continuity of basis. The cases have so held. 
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assets under section 362(a) by the amount of the gain recognized. If, 
however, a court holds the alleged ‘‘boot’’ to be ‘‘securities,’’ or if 
the notes received are disregarded for tax purposes and the entire 
transfer deemed to be consideration for the stock distributed, no 
gain is recognized and, concomitantly, the step-up is disallowed. 
There are several reasons why the owners of a business may de- 
sire the transfer of property to the corporation to be a wholly or par- 
tially taxable transaction. First, if depreciable property is trans- 
ferred, the transferors may be willing to pay a capital gains tax on 
the difference between their basis in the property and its fair market 
value in order to give the corporation a higher basis for deprecia- 
tion. This may be particularly desirable if the capital gains tax can 
be paid under the installment method, as the corporation makes pay- 
ments on the purchase price. Often it is possible to keep the corpora- 
tion’s depreciation deductions in a nice balance with the sharehold- 
ers’ capital gains tax, thus producing a considerable tax saving to 
the unit.?** Even if non-depreciable property is involved, it may be 
desirable to step up the corporation’s basis through a taxable trans- 
action if prompt sale of the transferred property is contemplated. 
Such a plan is most common in cases involving the transfer of tracts 
of land to corporations for subdivision and sale; it is used to avoid 
the situation in which the corporation must pay an immediate tax 
while the transferors are left with a low basis in their stock or securi- 
ties.*** Still another reason for taxable transfers is the possibility of 
providing the corporation with its necessary assets while simulta- 
neously arranging to receive periodic payments from the corpora- 
tion without dividend treatment. This problem is dealt with later.*”° 
Two methods are commonly used to achieve a taxable transfer of 
property to a close corporation. Most frequently the incorporators 
of a going business or the owners of tracts of land will set up a corpo- 


223 Another possible way to approximate this result, if the transferors are cash basis tax- 
payers, is to claim that the corporation’s notes do not constitute payment in themselves and 
thus that gain is realized only as the notes are paid. See Note, Checks and Notes as Income 
When Received by a Cash-Basis Taxpayer, 73 Harv. L, Rev. 1199, 1202-1208 (1960). 

224 See I.R.C. § 358(a) (1954). The desirability of this plan from a tax point of view is 
further increased when the tax which is avoided or reduced would have been at ordinary 
corporate rates because the corporation is in the business of selling this type of property. 
See I.R.C. § 1221(1) (1954). 

225 One final possible reason for casting a transfer of assets to a corporation in the 
form of a sale rather than as a section 351 transaction would be to realize a loss if the trans- 
feror’s basis exceeds fair market value. Of course, this would not usually be desirable if de- 
preciable property or resale property is involved. In any event, section 267 (1954) will pre- 
vent the recognition of this loss if the transferor and certain related persons own 50 per cent 
of the transferee corporation. 
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ration with a fairly small amount of capital contributed for stock. 
They will then ‘‘sell’’ the majority of the business assets or the main 
tract of land to the corporation. In some instances, the non-depreci- 
able property is given for stock, while the depreciable property, for 
obvious reasons, is ‘‘sold.’’ *** In other cases, most of the small 
amount of cash paid in is immediately redistributed as a ‘‘down-pay- 
ment.’’ **7 In almost every situation, the ‘‘sales’’ are made in propor- 
tion to the stockholdings of the transferors.”* Of course, the corpo- 
ration cannot pay for the property transferred and therefore issues 
notes or records an open account liability and commences operations. 
The alternative plan is to achieve partial taxability by transferring 
the property for stock or securities and short-term notes, which 
hopefully will be classified as ‘‘other property,’’ thus producing a 
tax to the extent of the value of the notes. The next step is to allocate 
these notes as having been given for the depreciable property, thus 
increasing the basis of that property. Frequently, the notes are 
issued in an amount equal to the difference between the transferor’s 
basis in the depreciable property and its fair market value. 

Section 351 is mandatory in its terms. It provides for non-recog- 
nition of gain on qualifying transactions whether or not the parties 
would prefer to pay the tax. As a corollary, sections 358(a)(1) and 
362(a) provide that the transferors’s basis in the stock or securities 
received and the corporation’s basis in the property transferred 
shall be the transferor’s basis in the assets prior to the transfer. 

Wholly apart from the two methods discussed above, non-recog- 
nition under section 351 may be avoided by not complying with the 
technical ‘‘control’’ requirements of section 368(c), which are in- 
corporated by reference in section 351. For example, if the trans- 
ferors of property to a corporation receive 100 per cent of the voting 
stock but only 79 per cent of a non-voting class of stock, section 351 
will not apply to the transaction.””® The possible disadvantages of 
this plan as compared with the others are that (1) the person who re- 


226 See Gooding Amusement Co., 23 T.C. 408 (1954), aff’d, 236 F.2d 159 (6th Cir. 1956), 
cert. denied, 352 U.S. 1031 (1957) (depreciable property ‘‘sold’’ to corporation and non- 
depreciable property retained in partnership). 

227 H.g., Bruce v. Knox, 180 F.Supp. 907 (D.Minn. 1960). 

228 But see, J. I. Morgan, Inc., 30 T.C. 881 (1958), rev’d on other issues, 272 F.2d 936 
(9th Cir. 1960) (non-pro rata holding helped taxpayer win). 

229 Another means of avoiding tax-free incorporation was ended by the draftsmen of 
section 351 (1954). Prior to 1954, section 112(b)(5) of the 1939 Code applied only if 
securities were distributed in proportion to the stock received by the transferors. See Shel- 
don Tauber, 24 T.C. 179 (1955). This is no longer required. 
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ceives the 21 per cent of the non-voting stock may have ordinary in- 
come ; *°° (2) the opportunity for treating the transaction as an in- 
stallment sale does not seem to be present as in the ‘‘sale’’ plan dis- 
cussed above; *** (3) the opportunity for partial taxability is not 
present as in the ‘‘boot’’ plan discussed above. Therefore, the prob- 
lems which must be discussed seem limited to ‘‘sale’’ and ‘‘boot’’ 
cases, 

With respect to sales cases, assuming that the Commissioner pro- 
ceeds on the theory that the ‘‘sale’’ was in reality a contribution to 
capital or that the property was really transferred for stock pre- 
viously issued under section 351, his most effective arguments have 
been based on pro rata holding of stock and notes or contract rights, 
thin capitalization, and permanent capital structure. 

In Bruce v. Knox,?” a tract of land was sold to a corporation with 
a capital of $1,000 for $198,000 by the sole shareholder. Payments 
were made by issuing debt securities. The Court stated that it was 
obvious that payments had to be made from the proceeds of selling 
the land and that $1,000 was clearly an inadequate amount of capital 
to carry on the contemplated subdividing activities. It held that the 
corporation’s basis for sale was the transferor’s basis. 

In two other cases involving different enterprises of one individ- 
ual, the Tax Court reached opposite conclusions on the question of 
basis for depreciation.*** In each case the corporations were able to 
pay off the full purchase price within a few years. In each the ratio 
of notes issued on the sale to capital stock was extremely high. The 
only apparent distinction between the cases was that in one intan- 
gible assets were transferred to the corporation which, though not 
recorded on its books, could be added to the capital stock so as to 
reduce the ratio drastically. These and other cases show that if the 


230 Of course, if the value of the non-voting stock is set low enough, this factor may not be 
very important. 

231 This may be a crucial factor. In one ‘‘sale’’ case, when an event occurred which 
caused the acceleration of the tax under the predecessor of section 453(d) (1954), the tax- 
payer abruptly reversed his field and tried belatedly to come under section 351 (1954). The 
Tax Court held that he did not prove the ‘‘sale’’ was not a sale, and the gain was taxed in 
a lump sum. Harry F. Shannon, 29 T.C. 702 (1958). The availability of section 453(b) 
treatment may be especially important if section 1239 (1954) applies to the transaction. 

232 180 F.Supp. 907 (D.Miss. 1960). Contra, Herff & Dittmar Land Co., 32 B.T.A. 349 
(1935). 

233 Ainslie Perrault, 25 T.C. 439 (1955) (taxpayer won) ; R. M. Gunn, 25 T.C. 424 (1955), 
aff’d per curiam sub nom. Perrault v. Comm’r, 244 F.2d 408 (10th Cir.), cert. denied, 355 
U.S. 830 (1957) (taxpayer lost). See also Houck v. Hinds, 215 F.2d 673 (10th Cir. 1954) 
(same transaction as in Gunn ; taxpayer also lost). 
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ratio is fairly low or if the corporation could have operated without 
the purchased assets, the taxpayer will probably prevail.”™ 

Actually, there have not been many ‘‘boot’’ cases in this area, 
and the Commissioner has been able to win several by persuading 
the court that the notes were ‘‘securities’’ rather than ‘‘other prop- 
erty.’’ ** In a leading ‘‘sale’’ case, when the transferor saw that the 
sale might be held invalid, he argued that if the transaction did fall 
within the predecessor of section 351, the notes he received were 
‘*boot.’’ The Court, not impressed by the fact that the transferor had 
paid a tax at the time of the transfer, held the notes to be ‘‘stock.’’ ?** 

Perhaps the most helpful authority the taxpayer could rely on if 
using a ‘‘boot’’ plan would be Revenue Ruling 56-303.?*" It held that 
when a parent corporation transferred cash and unimproved land 
to its subsidiary for stock and short-term notes, with an average ma- 
turity of two and one-half years, the basis of the property in the 
subsidiary ’s hands would be increased by the value of the notes. But 
it is most significant that depreciable property was not involved 
here, nor was the transferred land to be sold by the subsidiary. It is 
extremely doubtful that the Treasury will consider itself bound by 
this ruling in either of the latter two situations. 

On balance, the ‘‘boot’’ cases are not of great significance. If the 
‘‘boot’’ is designed to equal the gain on all property, the plan seems 
very close to a ‘‘sale’’ situation in every respect, with the exception 
of the latter’s arrangement to repay the basis, as well as the gain, in 
installments. However, even this feature of the ‘‘sale’’ cases can be 
approximated if both ‘‘boot’’ and short-term ‘‘securities,’’ as well 
as stock, are issued for the property. Therefore, it seems that the 
factors applicable in ‘‘sale’’ cases should control in this situation 
also. If, however, the taxpayer tries to limit the taxability of the 
transfer by receiving ‘‘boot’’ in an amount equal to the gain on the 
depreciable property only, there is no reason to expect that the Com- 
missioner will accept the allocation of the increase in basis to the 
depreciable property. On the contrary, he will probably allocate in 
reverse fashion, if possible, and the taxpayer, bearing the burden of 


234 See Warren H. Brown, supra note 220; cf. J. I. Morgan, Inc., supra note 228 (high 
ratio held not controlling; taxpayer won on business purpose, no subordination, dispropor- 
tionate sales, and because the business could have operated by renting the purchased 
assets). 

235 See, e.g., Camp Wolters Enterprises, Inc. v. Comm’r, supra note 220. 

236 Gooding Amusement Co., 23 T.C. 408, 423-424 (1954), aff’d, 236 F.2d 159 (6th Cir. 
1956), cert. denied, 352 U.S. 1031 (1957). 

237 1956-2 Cum. BULL. 193. 
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proof, will have a most difficult time sustaining its position.”** This 
latter plan therefore does not seem very practical. 

It would seem that the cases involving the corporation’s basis for 
sale and its basis for depreciation involve significantly different 
problems. In the former, it is arguable that the corporation merely 
acts as an agent in subdividing and selling the land for the share- 
holders. Therefore, the argument continues, it is unfair to make the 
corporation pay a tax based on the transferor’s low basis, while leav- 
ing the shareholder, who has gone through the form of an ordinary 
sale, with a low basis in his stock as well; it looks like ‘‘ double taxa- 
tion.’’ One significant flaw in this contention, however, is that if the 
shareholder had subdivided and sold the land himself, he probably 
would have become a ‘‘dealer’’ in real estate (if he was not one al- 
ready ), and the profits he would have realized would have been ordi- 
nary income. If the ‘‘sale’’ were upheld, the shareholder would be in 
the enviable position of having his corporation realize a low amount 
of ordinary income, while he would be liable only for periodic capi- 
tal gains taxes. If there is any reasonable means of preventing such 
an outcome under the present statute, it should be employed. In al- 
most all of these cases, the factors of pro rata holding, inadequate 
capitalization, and purchasing basic assets on credit are present. 
They should be deemed conclusive of the fact that these ‘‘sales’’ of 
land are in reality contributions to capital. 

The problem of basis for depreciation necessitates consideration 
of the policy expressed in section 1239. That section is specifically 
designed to prevent the type of depreciation deductions illustrated 
by these ‘‘sale’’ cases. Where applicable, this section achieves a de- 
sirable result in that much of the incentive to engage in a taxable 
transfer of depreciable property to a corporation is removed when 
the tax involved is an ordinary income tax. Such is the result when 
the transferor and certain members of his family own 80 per cent of 
the value of the outstanding stock. Even the use of the installment 
method does not take all of the force out of section 1239, for if corpo- 
rate deductions and shareholder taxation are matched, they are at 
least matched with respect to the same type of taxation.?*° 

Section 1239, however, is not broad enough to cover most of the 
‘‘sale’’ cases discussed in this article, because it does not apply to 


238 See Pennell, supra note 220, at 934. For a more general discussion of allocation of 
basis problems under section 351 (1954), see BITTKER, FEDERAL INCOME TAXATION OF CoR- 
PORATIONS AND SHAREHOLDERS 100-102 (1959). 

239 Of course, the plan will still result in a net tax saving to the unit if the shareholder’s 
tax bracket is below the corporation’s, assuming that the corporation does not pay out its 
saving as a dividend, which would result in an increase in the total tax bill of the unit. 
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sales made pursuant to the typical incorporation of a partnership if 
no one partner owns 80 per cent of the stock. Neither does it apply 
where the incorporators are brothers, or are a father and his adult 
children, if no individual seller owns the requisite 80 per cent. Fi- 
nally, it does not seem to apply to the important case of the sale of 
assets by a parent corporation to its subsidiary. For these reasons, 
modification of section 1239 seems advisable.?*° 

Even an expanded section 1239, however, would not obviate the 
necessity of disregarding, for tax purposes, the great majority of 
‘“sales’’ in this area. The impact of section 1239 could be thwarted if 
the transferors employ the installment method of section 453 and the 
corporation never pays the notes which represent the purchase price. 
More important, only by treating these alleged sales as contribu- 
tions to capital will it be possible to prevent the form of bailout or 
tax-free withdrawal of capital from a going business that will be de- 
scribed in the following section. 


V. Payments For Property ‘‘Soip’’ To a CoRPoRATION By Its 
SHAREHOLDERS: INSTALLMENT-ConTRACT PAYMENTS, 
REDEMPTION OF SEcuRITIES, OR DivipENDs? 


Most of the cases mentioned in the preceding section also raise 
the question of the treatment of payments made on the purchase 
price when the Commissioner challenges the existence of a genuine 
‘‘sale.’’ If the notes issued in connection with an alleged sale are held 
to be ‘‘securities’’ so as to bring the transfer within section 351, their 
retirement could lead to dividend treatment under the circumstances 
previously described. Similarly, if it is determined that an alleged 
sale was really a contribution to capital,*** payments on notes or 
open account debts might be deemed dividends. 

In either event, there are at least two apparent differences be- 
tween the cases involving sales and those in which the assets in ques- 
tion are ‘‘loaned’’ to the corporation and debt instruments subse- 
quently retired. The first is that the transferor incurs an immediate 
tax liability to the extent of his gain on the ‘‘sale’’ (whether capital 
gains tax or ordinary income tax as a result of section 1239).7*? But, 

240 Some of the uncertainties about the coverage of section 1239 (1954) are removed by 
Rev. Rul. 60-302, 1960 Int. Rev. Bull. No. 38, at 10, which holds it applicable to gain recog- 
nized under sections 351(b) and 357(c) (1954) if the control requirements of section 1239 


are also satisfied. See also W. H. Weaver, 32 T.C. 411 (1959). 
241 This includes cases where the step-transaction doctrine is used and the notes disre- 


garded. See discussion p. 51 supra. 

242 Of course, if the property transferred is not a ‘‘capital asset’’ under section 1221 
(1954) or property treated like one under section 1231 (1954), the gain realized must be 
ordinary income in any event. 
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as was seen above, the adoption of the installment method can pro- 
duce an effective spreading of this tax and may even postpone it in- 
definitely if no payments are made. Thus, any argument that the tax- 
payer bears enough of a burden by having to pay the tax on the sale 
seems to carry little weight.*** The second difference between a 
‘‘sale’’ and a ‘‘loan’’ case is that in the former the taxpayer is seek- 
ing advantages in addition to the tax-free return of capital, i.¢., a 
step-up in the corporation’s basis. This fact makes the transaction 
even more objectionable from the Commissioner’s point of view.”** 

The bailout aspects of the ‘‘sale’’ technique are illustrated by 
Ainslie Perrault,*° where the two incorporating partners each paid 
$1,000 in cash and were deemed to have paid several hundred thou- 
sand dollars in intangible assets for their stock. The partnership 
then distributed substantially all of its other property (mostly de- 
preciable) to the shareholders, who in turn sold it to the corporation 
at fair market value (about $1,026,000). The basis assigned to this 
property on the corporation’s books was approximately twice that 
of the partnership’s adjusted basis. The corporation agreed to pay 
the transferors the full purchase price within three years. Very large 
profits were earned, and each installment payment was made on 
time. Thus, after the first three years of the corporation’s life, the 
old partners fully owned the same business with which they had 
started ; and not only had they achieved a step-up in the basis for de- 
preciation, but in addition they had received over $1,000,000 in dis- 
tributions, of which only about one-half was taxable at all and that at 
long-term capital gains rates. 

The Tax Court held for the taxpayers on issues involving install- 
ment payments, basis, and the interest deduction.*** While the Court 
may have been correct in finding the ratio unobjectionable, it does 
not seem that a pipe-coating business can operate on good will and 
contracts alone. Regardless of the ultimate success of the business, 
the transfer of the physical plant and basic machinery must have 
been a contribution to the corporation’s capital at the time. Until 
such a transfer took place, there was no corporate enterprise in the 


243 This argument grows even weaker when it is realized that the taxpayer may elect to 
have the entire gain taxable in the year of the transfer if he has losses to offset it. Similarly, 
if he has large losses in any subsequent year, he may be able to have his corporation accel- 
erate payment of the ‘‘ purchase price’’ in order to take full advantage of these losses. 

244 These same two factors distinguish ‘‘ boot’’ cases from those discussed previously to 
the extent that the transferor seeks to recognize gain and raise the corporation’s basis by re- 
ceiving ‘‘ other property.’’ No separate discussion seems necessary here. 

245 25 T.C. 439 (1955). 

246 See also J. I. Morgan, Inc., 30 T.C. 881 (1958), rev’d on other issues, 272 F.2d 936 
(9th Cir. 1960). 
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economic sense. It would seem that this was precisely the type of 
transaction that section 351 was designed to cover, since there was 
complete continuity of interest in the business. 

Even when the Commissioner has been successful in persuading 
the courts to hold that payments on an alleged contract of sale are 
really dividends, the courts have had considerable difficulty in ex- 
plaining their results under the present statute. In Gooding Amuse- 
ment Co., *** for example, the Tax Court cited cases to show that a re- 
demption can be essentially equivalent to a dividend even if the 
shareholders have no evil motives *** and even though the redemp- 
tion is not perfectly pro rata; **® but it then went on to hold that it 
need not decide if the predecessor of section 302 applied, because the 
payments were ‘‘dividends’’ under the predecessor of sections 301 
and 316.” In other cases, courts have held that the payments were 
dividends under one section or the other, 7.¢., section 115(a) or 115 
(g) of the 1939 Code, but that they need not decide which one.” Fi- 
nally, some courts merely hold that they are ‘‘dividends,’’ without 
going into any extensive statutory analysis.” 

The courts’ difficulties are produced by statutory language which 
seems to leave a loophole for this type of bailout.*** Until a statutory 
change is made, the courts should hold that the type of ‘‘sales’’ here 
described are in reality contributions to capital and that the subse- 
quent payments are dividends on the underlying stock unless the 
capital structure is adequate for the particular business and the 
basic assets have been contributed to the corporation independently 
of such ‘‘sales.”’ 


VI. OrHErR CasEs AND PROBLEMS 


The problem of shareholder debt versus equity has seldom arisen 
outside the five main areas above described, but the few cases which 
do exist show that the problem is always lurking wherever the stat- 
ute uses the words ‘‘stock,’’ ‘‘indebtedness,’’ etc., without further 
definition. In J. A. Maurer, Inc. ** the principal shareholder of a 


247 23 T.C, 408 (1954), aff’d, 236 F.2d 159 (6th Cir. 1956), cert. denied, 352 U.S. 1031 
1957). 

248 seins v. Comm’r, 84 F.2d 431 (7th Cir.), cert. denied, 299 U.S. 591 (1936). 

249 James F. Boyle, 14 T.C. 1382 (1950), aff’d, 187 F.2d 557 (3d Cir.), cert. denied, 
342 U.S. 817 (1951). 

250 Gooding Amusement Co., supra note 247, at 421-422. 

251 See, e.g., R. M. Gunn, supra note 233, at 438. 

252 See, e.g., Bruce v. Knox, supra note 227, at 914. 

258 See discussion pp. 42-43 supra. 

254 30 T.C. 1273 (1958). 
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close corporation had advanced $900,000 to the corporation for unse- 
cured, subordinated demand notes. No interest was ever paid, and it 
was quite clear that the debt could be repaid only if the corporation 
succeeded. By 1948, the corporation was insolvent, and an outsider 
offered to buy the principal shareholder’s entire interest for $400,- 
000. For ‘‘tax reasons,’’ the outsider ‘‘loaned’’ the $400,000 to the 
corporation, which in turn paid it to the principal shareholder in ex- 
change for his stock and notes. In the Tax Court, the Commissioner 
contended that the corporation had received $500,000 in ‘‘cancella- 
tion of indebtedness’’ income as a result of this transaction. The 
Court, however, held that the entire amount of the advances were 
contributions to capital and that therefore there was no valid in- 
debtedness which could give rise to income upon its cancellation.”” 

In Ortmayer v. Commissioner,** the corporation repaid a long- 
standing ‘‘debt’’ to its shareholder by setting it off against more 
recent loans it had made to him. The Commissioner argued that the 
shareholder’s advances had been in fact contributions to capital and 
that the alleged repayment gave rise to cancellation of indebtedness 
income to the shareholder. The Court of Appeals for the Seventh 
Circuit upheld the validity of the earlier debt, and thus the cancella- 
tion brought no tax liability.?*" 

In W. H. Truschel,”* a shareholder transferred his 50 per cent in- 
terest in a corporation to a newly-formed corporation in return for 
bonds and notes of the new corporation. The Commissioner claimed 
that a statutory merger had occurred and that the bonds Truschel 
received were in reality preferred stock. He then asserted that the 
notes received by the taxpayer were ‘‘boot,’’ taxable as a dividend 
under section 112(c)(2) of the 1939 Code. The taxpayer countered 
that the bonds were true evidences of indebtedness and that the 
transaction therefore was not a reorganization (citing LeTulle v. 
Scofield),?** but rather a sale of stock. After an analysis of the bonds 
in question, the Tax Court held for the taxpayer.” 

Finally, there has been some litigation over the treatment to be 
accorded payments allegedly made as interest, but held in fact to be 


255 Quaere as to Mr. Maurer’s chances of obtaining a bad debt deduction. 

256 265 F.2d 848 (7th Cir. 1959). 

257 This case differs from the ordinary repayment case only in that repayment by can- 
cellation of indebtedness would seem to produce ordinary income to the shareholder without 
regard to the corporation’s earnings and profits at the time. Cf. I.R.C. § 108(a) 1954). 

258 29 T.C. 433 (1957), order amended, 17 TCM 110 (1958). 

259 308 U.S, 415 (1940). 

260 Cf, Emanuel N. (Manny) Kolkey, 27 T.C. 37 (1956), aff’d, 254 F.2d 51 (7th Cir. 
1958). 
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‘‘dividends,’’ for purposes of the dividends paid credit under sec- 
tions 561 through 563. The taxpayer has usually been successful in 
qualifying such payments for the credit, thus reducing his liability 
for the accumulated earnings tax under sections 531 and 535.2 

The following is but a sampling of still other areas in which a court 
might be called upon to determine whether an alleged debt is really 
equity and vice versa. 

(a) Section 533 creates a rebuttable presumption that an accumu- 
lation of earnings and profits beyond the ‘‘reasonable needs of the 
business’’ is determinative of the shareholders’ purpose to avoid in- 
come tax. It has been considered more ‘‘reasonable’’ to accumulate 
earnings to retire debt than to redeem stock.” It may therefore be 
advantageous to the taxpayer to have questionable instruments 
classified as ‘‘debt’’ rather than ‘‘stock’’ for purposes of the accu- 
mulated earnings tax.?® 

(b) To be deemed a ‘‘personal holding company’’ under section 
542, five individuals must own 50 per cent of the ‘‘stock’’ of the cor- 
poration. It has been observed: 7% 


‘‘Hybrid’’ securities and the debt of ‘‘thin’’ corporations may be treated 
as stock for this purpose, at least to make the corporation a personal holding 
company. Query, however, whether the corporation may escape this status by 
impeaching its own debt instruments. See Washmont Corp. v. Hendricksen, 
137 F.2d 306 . . . (9th Cir. 1948). 


(c) Under present- sections 354 and 356, if common stock is ex- 
changed for new common stock and hybrid instruments in a recapi- 
talization, the shareholder may argue that he has received preferred 
stock and not ‘‘securities,’’ i.e., he might seek to avoid ‘‘automatic 
dividend’’ treatment under Commissioner v. Estate of Bedford *™ 
even if the preferred stock is deemed section 306 stock. 

(d) If a corporation which has no earnings or profits redeems a 
hybrid security at ‘‘face value,’’ and the property received exceeds 
the taxpayer’s basis in the instrument, the taxpayer may argue that 
the security was in reality preferred stock. His hope would be that 


261 #.g., Mountain States Steel Foundries, Inc., 18 TCM 306 (1959). 

262 Compare Gazette Telegraph Co., 19 T.C. 692 (1953), aff’d, 209 F.2d 926 (10th Cir. 
1954), and Lion Clothing Co., 8 T.C. 1181 (1947), with W. H. Gunlocke Chair Co., 2 TCM 
885 (1943), aff’d, 145 F.2d 791 (2d Cir. 1944), and Trico Products Corp., 46 B.T.A. 346, 
aff’d, 137 F.2d 424 (2d Cir. 1943), cert. denied, 320 U.S. 799 (1943). 

263 See BITTKER, op. cit. supra note 238, at 111, 190-191; Fuchs, Thin Incorporations— 
Debt or Stock?, 5 Am. U. Tax Inst. LectTurEs 141, 142 (1953) ; Schlesinger, ‘‘ Thin’’ In- 
corporations: Income Tax Advantages and Pitfalls, 61 Harv. L, Rev. 50, 52-53 (1947). 

264 BITTKER, Op. cit. supra note 238, at 203 n.22. 

265 325 U.S. 283 (1945). For a narrow interpretation of the Bedford holding, see Idaho 
Power Co. v. United States, 161 F.Supp. 807 (Ct.Cl.), cert. denied, 358 U.S. 832 (1958). 
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a redemption of only part of his ‘‘stock’’ would not be treated as an 
exchange under section 302(b) and would thus lead to a reduction 
of the basis of his remaining ‘‘stock’’ under section 301(c) (2) rather 
than to a capital gain under section 1232(a) (1), as would be the case 
if the instruments were held to be evidences of indebtedness.” 

(e) If the interest deduction under section 163(a) is denied be- 
cause the payments are deemed to be ‘‘dividends,’’ the questions 
arise whether the individual recipient is entitled to the four per cent 
credit against income under section 34 and the $50 dividend exclu- 
sion under section 116, and whether a corporate shareholder is en- 
titled to the 85 per cent deduction for dividends received under sec- 
tion 243(a). Of course the shareholder and the corporation may take 
contradictory positions, the corporation taking the interest deduc- 
tion and the shareholder the dividends received deduction.” 

(f) In order to elect to be taxed under Subchapter S, a corpora- 
tion may not have more than ‘‘one class of stock.’’ 7° The Regula- 
tions under section 1371 provide, ‘‘If an instrument purporting to be 
a debt obligation is actually stock, it will constitute a second class of 
stock.’’ 7° The election may thus be unavailable to a corporation if 
such a determination is made.?”° 

(g) A variety of problems may arise if a questionable debt instru- 
ment is transferred for value to a non-shareholder. Should the cor- 
poration now be allowed an interest deduction which had previously 
been denied? May the ‘‘outsider’’ take a dividends received deduc- 
tion or credit? How should a sale and prearranged redemption of 
these instruments be treated? ?" If the alleged debt is deemed a con- 
tribution to capital, how should a gain upon a subsequent sale of the 
instruments be treated ??7? 


266 See Hearings, note 6 supra, at 859, 875 (Statement of Bodine and Satterlee). 

267 See Milwaukee & Suburban Transport Corp., 18 TCM 1039 (1959), aff’d, 60-2 U.S. 
T.C. J 9741 (7th Cir. 1960). 

268 ILR.C, § 1371(a) (4) (1954). 

269 Reg. See. 1.1371-1(g) (1959). 

270 It has been suggested, however, that the discredited debt should be deemed a contri- 
bution to capital rather than a second or preferred class of stock. See Caplin, The Caloric 
Count of a Thin Incorporation in PROCEEDINGS OF NEW YorK UNIVERSITY SEVENTEENTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 771, 819 (1959); Manly, Election Under Sub- 
chapter S§ Can Eliminate the Thin Incorporation Problem, 9 J. TAXATION 322, 323 (1958). 

271 Cf. Chamberlin v. Comm ’r, 207 F.2d 462 (6th Cir. 1953), cert. denied, 347 U.S. 918 
(1954). 

272 For a discussion of these and related questions, see Bittker, Thin Capitalization: Some 
Current Questions, 34 TaxEs 830, 833 (1956). See also Fuchs, supra note 263, at 142 (stock 
versus debt classification problems under the excess profits tax) ; Semmel, Tax Consequences 
of Inadequate Capitalization, 48 Couum. L. Rev. 202, 204 (1948) (stock versus debt prob- 
lems under section 112(b) (6) of the 1939 Code). 
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Vii. Current Proposats 
A. Tue 1954 Drart or tHE AMERICAN Law InstitTuTE 2” 


This proposal consists of a non-exclusive definition of ‘‘indebted- 
ness.’’ If the six listed criteria are satisfied, the party arguing that 
an instrument is a debt instrument would surely prevail. If one or 
more factors are absent, the party arguing for ‘‘indebtedness”’ 
would still have the opportunity to prove that a debtor-creditor re- 
lationship had been established. The six criteria are: 


(1) an unconditional obligation to pay a sum certain in money; 

(2) maturity on or before a fixed date; 

(3) issuance for adequate consideration or as a dividend; 

(4) no subordination to trade creditors generally ; 

(5) no voting rights, except on default ; 

(6) interest payments, if any, to be independent of earnings and 
to be paid by the maturity date of the principal amount. 


This definition would apply equally to shareholder and non-share- 
holder indebtedness. Essentially, it is an anti-hybrid definition, but 
one which nevertheless permits a corporation claiming an interest 
deduction to prove that a deviation, such as a provision for payment 
only from earnings, should not be fatal to characterization as in- 
terest. Even as a provision designed to assure debt treatment to 
clear-cut debt instruments, the requirements of the American Law 
Institute are not very stringent. For example, it does not forbid sub- 
ordination to long-term creditors, and its ban on subordination to 
trade creditors seems almost meaningless, since that group is paid 
in the usual course of business anyway.” Furthermore, interest 
payments need not actually be made when due so long as they are 
cumulative. 

Under this proposal, it would seem that widely-held corporations 
with non-shareholder debt would be allowed the interest deduction in 
substantially the same circumstances as under present law. As has 
been shown above, widely-held corporations are solely concerned 
with the problem of the availability of the interest deduction, be- 
cause the Commissioner only raises the issues involved in the other 
four major areas when shareholder debt is held in proportion to 
stock. Thus, as far as these corporations are concerned, the proposal 
seems to make no significant changes. 


2732 ALI Fep. Income Tax Strat. § X500(g) (Feb. 1954 Draft). See generally id. at 


224-233, 
274 See Hearings, note 6 supra, at 1033-1034 (Statement of Boris I. Bittker). But see 


ALI, op. cit. supra note 62, at 432. 





64 TAX LAW REVIEW [Vol. 16: 





If the proposal means what it says, however, it would seem to elim- 
inate the consideration of such concepts as ‘‘thin capitalization,’’ 
‘‘permanent capital structure,’’ and ‘‘the absence of a new invest- 
ment’’ from the courts’ consideration. This is apparently what the 
draftsmen intended, since they concluded in 1954 that with the ex- 
ception of two Tax Court cases,” ‘‘ ‘thin incorporation’ ...is nota 
part of present law.’’ **° They added that all the other cases which 
seemed to rely upon this factor could be explained on other grounds. 
Moreover, said the draftsmen : 27 


Policy considerations also indicate that there should be no upper limit upon 
the permissible ratio of pro rata debt to capital. Fixing an upper limit upon 
this ratio would unduly circumscribe the available methods of financing by 
failing to take into account the fact that extremely high debt-capital ratios 
are common, and even necessary, in certain industries. 


Although thoroughly disregarding the importance of an excessive 
debt-equity ratio, the American Law Institute nevertheless found 
other factors which should result in the non-recognition of indebted- 
ness : 778 


. .. Thus, where the amount of indebtedness is so great that there is no 
equity interest, the indebtedness will not be recognized. For example, in Ed- 
ward P. Janeway, 2 T.C. 197 (1943), aff’d per curiam, 147 F.2d 602 (2d Cir. 
1945), indebtedness was issued in an amount exceeding the total value of the 
assets of the corporate issuer, and consequently the shareholders had no equity 
interest whatever in their corporation. Another situation in which the courts 
have refused to recognize indebtedness is illustrated by Sam Schnitzer, 13 
T.C. 43 (1949), aff’d per curiam, 183 F.2d 70 (9th Cir. 1950), cert. den., 340 
U.S. 911, in which there was no proper allocation between the capital stock 
account and the debt account at the time the alleged debt was created, the 
allocation having been made later, when the corporation determined that ad- 
vantageous tax consequences would flow from a characterization as indebted- 
ness. While it is our view that recognition of pro rata indebtedness should not 
depend upon the amount thereof, it is intended that the principles of the 
Janeway and Schnitzer cases be retained. 


Although some observers have praised the American Law Insti- 
tute plan,?”* it seems defective with respect to indebtedness held pro 
rata by shareholders. For example, the Institute’s approval of the 


275 Isidor Dobkin, 15 T.C. 31 (1950), aff’d per curiam, 192 F.2d 392 (2d Cir. 1951) ; 
George L. Sogg, 9 TCM 927 (1950), aff’d per curiam, 194 F.2d 540 (6th Cir. 1952). 

2762 ALI, op. cit. supra note 273, at 231. It is an open question whether the fact that 
over one hundred cases have either relied on or discussed thin capitalization since 1954 
would change the Institute’s position on this point. 

277 Id. at 232. For evidence that these draftsmen, or at least some of them, have changed 
their minds, see ALI, op. cit. supra note 62, at 435-437. 

278 Id. at 232-233. 

279 B.g., Spanbock, Carro, and Katz, Nourishing the Thin Corporation, 34 TaxEs 687, 
692 (1956). 
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Janeway case on the ground that no capital was paid in seems pat- 
ently inconsistent with its position that an equity investment of 
$1,000 (or perhaps even $1) would support a debt structure of $1,- 
000,000.78 The fact that ‘‘extremely high debt-capital ratios are 
common, and even necessary, in certain industries’’ does not prove 
that any debt structure is permissible in any industry so long as the 
instruments are regular in form. Since the Institute recognized that 
reasonable debt structures do vary among industries, it might rea- 
sonably have concluded that a high ratio in a business where low ra- 
tios are common indicates that at least part of the alleged debt must 
be in fact equity. 

One of the principal defects in the proposal of the American Law 
Institute is its failure to perceive that the written safeguards it re- 
quires mean little or nothing in the close corporation context. That 
such corporations are willing to issue obligations which meet the In- 
stitute’s standards for form seems to be proven by the fact that the 
great majority of cases discussed in this article involve such instru- 
ments.**! Of course, the reason so much debt which is regular in form 
may be issued to shareholders without fear of burdensome interest 
liability or a forced liquidation upon default is that the shareholder 
who holds debt securities pro rata to his stock will not ordinarily en- 
force his rights to interest or principal if such action would hurt the 
corporation and thus his own equity interest.**? This seems to cover 
items (1), (2), and (6) in the Institute’s formula. Similarly, factors 
(3), (4), and (5) present no realistic limitations upon the creation 
of debt to shareholders. These securities are almost always issued 
for adequate consideration; terms relating to subordination will be 
disregarded, despite their formality, if this will benefit the corpora- 
tion’s credit; and the absence of voting rights is meaningless since 
proportional voting power is maintained through the underlying 
stock. Since an unbalanced capital structure will not frighten off out- 
side lenders if the shareholders are willing to subordinate by con- 
tract, even credit standing does not provide an effective check, as it 
does in widely-held corporations. 

It seems obvious that a situation so different from the hybrid se- 


280 See Note, 55 Cotum. L. Rev. 1054, 1065-1066 (1955). It has been suggested that this 
qualification of the draftsmen’s position actually represents ‘‘a willingness on their part 
to draw a dividing line after all.’’ ALI, op. cit. supra note 62, at 406. 

281 Indeed, in many of these cases the notes are even closer to the classic debt instrument 
in form, providing for no subordination, foreclosure on default of interest, and, sometimes, 
even for security. 

282 See Brake & Electric Sales Corp. v. United States, 60-2 U.S.T.C. 7 9594 (D.Mass. 
1960). But see ALI, op. cit. supra note 62, at 401. 
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curity problem requires the consideration of factors quite apart 
from those designed to cope with the latter. As presently drafted, 
the proposal of the American Law Institute would seem to open wide 
the doors to almost unlimited interest deductions, assure bad debt 
deductions, and, apparently, permit the return of almost all of a cor- 
poration’s capital before a ‘‘dividend’’ is paid. 

A second major criticism of the plan is its failure to cope with most 
of the problems in the area of corporate indebtedness to sharehold- 
ers. It seems that the interest deduction problem was foremost in 
the draftsmen’s minds, especially since they spoke of possible dis- 
crimination between closely- and widely-held corporations.*** The 
difficulty is that the definition would seem to extend to ‘‘debt’’ in 
section 166(a) and (d) and to ‘‘indebtedness’’ in section 1232(a), 
since it is on its face a general definition. Of course, questions con- 
cerning the return of capital to shareholders or pro rata advances 
are peculiar to close corporations, and the problem of discrimination 
cannot therefore be relevant. By seeking to give relief in one area, 
such a definition appears to insure undesirable results in others.”** 
Furthermore, the definition does not seem to deal with the basis for 
depreciation or payments on a ‘‘sale’’ price, unless the latter is re- 
garded as simply a question of the validity of the debt instruments 
issued in ‘‘payment’’ for the assets. 

Thus, the definition seems to go both too far and not far enough. 
And it seems to have fallen into serious error by ruling out consid- 
eration of those factors which really serve as a test of the validity of 
indebtedness in close corporations, while emphasizing those which 
in the practical sense seem irrelevant.?* 


B. Tae Proposat or THE AMERICAN Bar ASssociaTION 


This proposal consists of adding a new section, 317(c), to the Code, 
to read as follows: 7*° 


283 See discussion p. 33 supra. 

284 It has been recognized by members of the American Law Institute that ‘‘the most 
important tax advantage of debt is recoupment of investment without dividend treatment 
and not the interest deduction to the corporation.’’ ALI, op. cit. supra note 62, at 421. Pro- 
fessor Bittker has criticized efforts to slip the tax-free return of capital concept into the 
Code under the guise of a simple definition of indebtedness. Such an important issue he feels 
should be met head on. Hearings, note 6 supra, at 1034-1035. 

285 Compare this later statement by some members of the American Law Institute: ‘‘ Un- 
less a workable ratio of some type is adopted as part of a statutory definition of debt, it may 
well not be wise to enact into statutory form the other definitional requirements of debt.’’ 
ALI, op. cit. supra note 62, at 435-436. 

286 Hearings, note 6 supra, at 925, 933 (ABA Section of Taxation, Legislative Recom- 
mendations In Respect Of The Provisions Of Subchapter C). 
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(¢) DEBT.—For all purposes of Subtitle A, indebtedness of a corporation 
shall be deemed to include (but shall not be limited to) any unconditional 
obligation of a corporation to pay on demand or on a specified date a sum 
certain in money incurred for an adequate consideration in money or money’s 
worth: 

(1) When the obligation is not subordinated by its terms to the claims of 
trade creditors generally ; and 

(2) When, by the terms of the obligation, ultimate payment, if any, for use 
of the principal amount is not dependent upon the earnings of the corpora- 
tion, and is unconditionally due not later than the maturity date of the prin- 
cipal amount ; and 

(3) When the principal amount of obligations held in the aggregate by 
stockholders does not exceed by more than ten to one the fair value of the 
stock held in the aggregate by stockholders immediately after the obligations 
are issued ; or 

(4) In the event that an obligation fails to meet one or more of the other 
requirements of this subsection, the taxpayer claiming it to be indebtedness 
establishes by a preponderance of the evidence that such failure was due to 
the business requirements of the corporation. 


As is readily apparent, this proposal differs from that of the 
American Law Institute in only two major respects: (1) it says noth- 
ing about voting rights (of course, in the context of pro rata share- 
holder indebtedness these mean nothing anyway), and (2) at least 
a token reference is made to the thin capitalization doctrine by the 
institution of a ten to one limit as the point of certain safety. The 
first question raised by sub-paragraph (3) in the proposed section is 
what happens if the ratio as there computed is twenty to one, and 
the taxpayer cannot prove that this was ‘‘due to the business re- 
quirements of the corporation.’’ Is all of the debt then branded as 
equity, or only so much as exceeds ten times capital, or that which 
exceeds ten-elevenths of the total of shareholder debt and equity? 
Since the section was designed to give relief to shareholder-credi- 
tors, the draftsmen probably intended one of the two last-mentioned 
possibilities. Nevertheless, the language is far from clear.”** If in 
fact it were held that an unjustifiable ratio of eleven to one required 
the disallowance of all shareholder indebtedness, compare the posi- 
tions of shareholders with identical instruments but holding in ratios 
of ten to one and eleven to one. On the repayment issue, for example, 
the former will be able to recover ten-elevenths of his original capital 
investment tax-free, while the other will have to treat similar pay- 
ments as dividends for tax purposes.** 


287 Compare ALI, op. cit. supra note 62, at 425. 

288 Even the most careful tax planner could make the fatal slip that sends the corpora- 
tion over the ten to one line if the fair value of the stock is used to determine the ratio. If 
the planner tries to come close to ten to one, but cannot support his valuation to within a 
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Two other questions are raised by the language of the section it- 
self. The first relates to why only shareholder debt is included in the 
ratio. It seems that under the definition a corporation with a ten to 
one ratio, 2.e., $100,000 to $10,000, might be able to borrow $50,000 
from a bank if the shareholders subordinated their debt, as the sec- 
tion would permit them to do. Is not this corporation in a more pre- 
carious position than a similar one with an eleven to one ratio com- 
prised solely of shareholder indebtedness? In the former case, the 
last $10,000 of shareholder debt is farther away from payment. In- 
deed, even in the case where the ratio of shareholder debt to equity is 
fifteen to one, such a corporation’s debt structure seems more solid 
than the hypothetical corporation’s at ten to one, because its share- 
holders, unlike the bank, will not foreclose.*** The second question 
deals with the reference to the business requirements of the corpora- 
tion. This would appear to mean that such purposes as facilitating 
estate planning or allowing the shareholder to share with creditors 
on liquidation would not justify violating one of the terms of the 
definition.” 

The American Bar Association itself says that the proposed sec- 
tion is designed to provide an area of certainty. It maintains that 
the policy of the Code is to encourage incorporation and that the in- 
ability to redeem money to meet personal financial necessities when 
the corporation has earnings and profits has discouraged invest- 
ment.”*! It seems only fair, however, to point out that dividends are 
not yet taxed at 100 per cent and that the higher-bracket taxpayers 
who would be most burdened by taxing a distribution as a dividend 
probably have money available for personal necessities. The Associ- 
ation further emphasizes that the tax-free return of capital does not 
permit any corporate earnings to escape a tax they would otherwise 
bear; it merely allows the investor to recover part of his ‘‘stake’’ 
before he has to pay taxes.” But other sections of the Code, particu- 


few hundred dollars out of perhaps a million, all will be lost (assuming that business needs 
do not require a ratio of more than ten to one, which will almost always be true). Such a 
system does not appear to be the height of rationality. 

289 For an excellent discussion of the pros and cons of including outside debt and non- 
pro rata shareholder debt in the ratio, see ALI, op. cit. supra note 62, at 412-417, 421-423. 

290 For an example of the difficulty in drawing a line between the shareholder’s business 
purpose and the corporation’s, see Reg. Sec. 1.537-2(b) and (¢) (1959). 

291 Hearings, note 6 supra, at 934. Compare this argument with the ‘‘tax advantage’’ ap- 
proach suggested by ALI, op. cit. supra note 62, at 408-409. The latter proposal stresses 
that if the real purpose of a ratio test is to subsidize investment in close corporations, this 
should be made apparent, and all parts of the new section should be drafted so as best to 
effectuate this purpose. See id. at 413, 418, 422. 

292 Hearings, note 6 supra, at 934. 
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larly sections 302(d) and 306, are specifically designed to prevent 
just such a recovery of this ‘‘stake.’’ 

Turning to the matter of the ratio itself, why was ten to one 
chosen? The American Law Institute has written : ?®* 


Moreover, if it be conceded that pro rata indebtedness in ratios up to 4 to 1 
is to be recognized, the tax saving or tax avoidance made possible by further 
increasing the debt ratio is hardly significant. For example, if by utilizing a 
ratio of 4 to 1 the taxpayer is able to accomplish a tax saving of 80%, increas- 
ing the ratio to 9 to 1 will permit additional savings of only 10% ; and increas- 
ing the ratio infinitely thereafter will permit the further saving of only 10%. 
If the initial 80% saving is regarded as proper, it would seem almost pointless 
to pursue the two remaining 10% segments. 


The point seems well taken that a four to one ratio limitation is really 
not very different from no limitation at all. Thus, the requirement 
that the ratio be limited only to ten to one is, a fortiori, a very small 
concession to the thin capitalization doctrine. But the Association 
defends its provision by saying that the Treasury should not be 
prevented from treating debt as stock in cases of such ‘‘grotesque’’ 
ratios as one hundred to one or one thousand to one.” 

On the other hand, the ten to one ratio seems an insubstantial bur- 
den on the corporation. Suppose an original plan to capitalize at 
$100,000 of debt to $1,000 of stock. Looking at the Association stat- 
ute, the shareholders will see that by merely shifting $9,000 from 
debt to stock they can assure the corporation an additional interest 
deduction of $4,860 dollars per year (six per cent of $81,000), assum- 
ing that a deduction on $10,000 would have been allowed under the 
original plan. Thus, for an ‘‘invesment”’ of $9,000 the net tax saving 
to the unit on the interest deduction would be approximately $2,280 
per year, to say nothing of the possibility of returning an additional 
$81,000 of capital tax-free. 

It seems that a maximum ratio of ten to one is open to the same 
criticism which is applicable when there is no limitation at all—it 
permits tax benefits to flow from debt structures in close corpora- 
tions that bear absolutely no relation to economic reality. Never- 
theless, there are those who would undoubtedly object to even a ten 
to one limit, on the ground that it was too restrictive and discrimina- 
tory.?* In this respect, a final comment concerning ‘‘discrimination”’ 
~ 298.2 ALL, op. cit. supra note 273, at 232. This is certainly a good point. It is most un- 
fortunate, however, that the Institute did not go on to conclude from it that even a four to 
one ratio may be completely unreasonable for most corporations. 


294 Hearings, note 6 supra, at 934. 
295 Cf. Fuchs, supra note 263, at 165. 
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is in order. Not only the American Law Institute *** but many other 
commentators feel that ratio limitations discriminate against close 
corporations which cannot borrow freely from non-shareholders. 
This argument is made in response to attempts to fix the maximum 
ratio at four to one, five to one, or ten to one. The implication is that 
widely-held corporations frequently, or at least occasionally, have 
debt to equity ratios in excess of those figures and therefore benefit 
from larger, unchallenged interest deductions. Of course, even the 
advocates of this discrimination theory must concede that share- 
holders in the widely-held corporation never can realize the accom- 
panying benefits of a tax-free return of capital no matter what their 
corporation’s ratio. But even as far as the interest deduction itself 
is concerned, the implication of the discrimination theory seems con- 
trary to fact. 
Two commentators have written: 7% 


In our view the question whether corporate borrowing is desirable or unde- 
sirable is to be decided not as a matter of general principle, but by reference 
to the circumstances of the case. For some companies it is dangerous to owe 
more than a nominal amount ; hence not enough money could be soundly bor- 
rowed to make the transaction worth while. For most public-utility companies, 
on the other hand, a substantial debt is warranted by the inherent stability of 
their operations, and the gain to the stockholders from the use of low-cost 
money (after tax saving) is essential to make their own investment a profit- 
able one. It has been customary to consider a representative utility structure 
as consisting of about 50% in debt, 15% in preferred stock and 35% in com- 
mon stock and surplus. For reasons developed elsewhere, we question the in- 
herent logic of preferred-stock financing. Thus we should recommend as a 
preferable capital structure for utilities the simpler combination of about 
two-thirds in debt and one-third in common-stock equity. 


Thus, even in the case of a public utility, which admittedly seeks the 
maximum tax advantages from debt financing, a two to one ratio is 
considered normal. It seems fair to infer that the debt structures in 
more speculative, widely-held corporations would generally reveal 
ratios of less than two to one, and therefore the ‘‘discrimination’’ 
argument appears to have little basis in economic fact. 

In summary, the proposal of the American Bar Association seems 
substantially similar to that of the Institute. Its introduction of the 
ratio is of no value because the proposed figure seems so high as to 


296 See discussion p. 33 supra. 

297 GRAHAM AND Dopp, SEcuRITY ANALYSIS 469 (3d ed. 1951). The authors go on to say 
that ‘‘in the case of nonutility enterprises the primary criterion of sound borrowing is not 
the balance sheet but the income account over a number of years past and a business-like 
appraisal of the hazards of the future.’’ Ibid. Certainly the ‘‘hazards’’ of a large debt are 
much greater if the creditors are not also the shareholders. 
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have no economic meaning and because it amounts to almost no limi- 
tation at all from the standpoint of tax avoidance. Otherwise, it 
shares with the proposal of the Institute the vices of not sufficiently 
distinguishing between shareholder and non-shareholder creditors 
and of incomplete coverage. 


C. Tue Proposau or tHE Apvisory Group on SuBCHAPTER C 


In its report to the Ways and Means Committee, the Advisory 
Group recommends the adoption of a statutory definition of indebt- 
edness of a corporation. It cites the Gilbert case as evidence of the 
need for such an amendment and says that it is intended to benefit 
small incorporated businesses and their owners. The new section is 
supposed to provide an area of safety for obligations ‘‘of the clear- 
est’’ sort without prejudicing the taxpayer’s chances of showing 
that other types of indebtedness come within the meaning of the 
various Code provisions. The report states : 7% 


... This point is emphasized because the principal concern the advisory 
group has had concerning the proposed definition—a concern we understand 
to be shared by others—is the risk that, instead of being in the nature of a 
relief or clarifying measure in a limited carved-out area, it may tend to be- 
come the rule and thereby unduly narrow the existing meaning of indebted- 
ness. 


The proposed new section 317(c) reads as follows: 7” 


(ec) Indebtedness.—F or purposes of this subtitle, indebtedness of a corpora- 
tion shall include in all events (but shall not be limited to) any unconditional 
obligation in writing of a corporation to pay on demand on or before a speci- 
fied and not unreasonably distant date a sum certain in money incurred upon 
a distribution to shareholders or for an adequate consideration in money or 
money’s worth and under circumstances which do not negative any reasonable 
expectation of payment, if— 

(1) the obligation is not by agreement subordinated to the claims of trade 
creditors generally, and 

(2) payment, if any, for use of the principal amount is not excessive, is not 
dependent upon the earnings of the corporation, and is unconditionally due 
not later than the maturity date of the principal amount, and 

(3) the obligation does not entitle the obligee to vote upon the election of 
directors of the corporation, and 

(4) in ease the obligation is initially held or guaranteed by a shareholder of 
the corporation, immediately after the obligation is created the principal 
amount of all obligations of the corporation held or guaranteed by its share- 
holders does not exceed by more than five-to-one the fair value of the out- 
standing stock of the corporation or the total of the capital and surplus 
paid-in with respect thereto, whichever is greater. 


298 Hearings, note 6 supra, at 502. 
299 Id. at 579. 
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The changes from the American Bar Association draft are (1) the 
maturity date must not be ‘‘unreasonably distant’’; (2) interest pay- 
ments must not be ‘‘excessive’’; (3) certain voting rights are not 
permitted ; (4) the obligation must be ‘‘in writing’’ (this seems im- 
plicit but is not explicit in the other proposals) ; (5) the obligation 
must be incurred ‘‘under circumstances which do not negative any 
reasonable expectation of payment’’; (6) the ratio is lowered to five 
to one; (7) the debt side of the ratio is to include loans guaranteed 
by shareholders as well as made by them; (8) an optional method of 
calculating of the equity side is provided ; and (9) the obligation may 
arise through a dividend. 

Of the two really significant changes from the Association plan, 
the introduction of the ‘‘under circumstances’’ clause would seem 
an open invitation to the Commissioner and the courts to return to 
the present state of the law by closely scrutinizing the ‘‘reasonable 
expectations’’ of the parties.*” If this were to happen, the amend- 
ment would have accomplished little. The second major change, low- 
ering the ‘‘safe’’ ratio to five to one, seems to bring the definition 
closer to present case law, but still is open to vigorous objection on 
the ground that any flat rule fails to take into account the great va- 
riety of the types of enterprises which would be affected by it. Fur- 
thermore, as was seen above, even a five to one ceiling will permit the 
realization of substantially all the tax savings made possible by 
thin capitalization.*” Finally, it has been pointed out that the ab- 
sence of any limitation on debt held by persons related to share- 
holders might lead to ratios which in reality far exceed the five to one 
standard.°” 

The most serious criticisms of the Advisory Group’s proposal may 
be summarized as follows: (1) it fails to take into account that rea- 


300 The American Law Institute Report (op. cit. supra note 62, at 435) states that this 
clause should not be construed as pertaining to the ‘‘risk’’ involved in the alleged loans, 
since the ratio test takes care of that factor. It continues: 

‘*A more probable and desirable meaning is that ‘substance shall prevail over form’, i.e., 
that obligations will not qualify as debt unless there is a real intention on the part of the 
shareholder to treat them as debt. The language would then serve as emphatic notice to all 
taxpayers to proceed carefully in this area. ... 

‘*While it would seem that there should be no presumption that a shareholder will not 
act as a creditor, the shareholder in any particular case may not have acted as a creditor.’’ 
The authors cite Gooding Amusement Co. as illustrating the construction they would give 
to these words. The position they assume thus seems totally inconsistent with the purpose 
of helping the taxpayer, since Gooding is generally recognized as the Commissioner’s 
strongest case in the entire field. 

801 See discussion p. 69 supra. 

302 See Hearings, note 6 supra, at 1034 (Statement of Boris I. Bittker). For several other 
cogent criticisms of the Advisory Group’s proposal, see id. at 1033-1035. 
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sonable ratios vary greatly in different businesses; (2) it appears 
to eliminate consideration of such factors as ‘‘permanent capital 
structure’’ and ‘‘no new capital’’; * (3) it gives almost blanket 
permission to shareholders of close corporations to achieve a return 
of five-sixths of their capital investment before they have to pay any 
tax on dividends—a result in marked contrast to other provisions 
of the Code; and (4) it fails to deal with the ‘‘sale’’ cases discussed 
earlier. It would seem that a proposal open to all these objections 
should not be adopted.*” 


VIII. RecommMeEenDED LEGISLATION 


In suggesting legislative changes, this article will continue to deal 
separately with the different major areas in which corporate in- 
debtedness to shareholders has created problems. Because these 
problems represent widely-varying tax issues, adopting a single 
definitional approach seems unwise. Rather, the effort should be to 
facilitate the courts’ task in each area while striving for consistency 
in the tax treatment of similar transactions. 


A. Tue Interest DepucTION 


If the allowance of the interest deduction were to be governed pri- 
marily by an evaluation of whether the lender acts like a disinter- 
ested creditor, all indebtedness held pro rata by shareholders would 
be disallowed. However, many reliable groups and authors empha- 
size that even an adequately capitalized close corporation does not 
have available the sources of outside credit which widely-held cor- 
porations do.*% It seems, therefore, unfair completely to disallow 


303 Unless, of course, these are considered as factors showing no reasonable expectation 
of repayment. Indeed, they are such factors, as is the fact that a business is going downhill 
in a bad debt deduction case. Effective use of the ‘‘under circumstances’’ clause by the 
Commissioner could theoretically lead to an acceptance of the Tax Court’s present ap- 
proach in many cases. However, in view of the legislative history of this section, the courts 
would probably reject such a construction of that clause. But see note 300 supra. 

304 For many more examples of the uncertainties and technicalities involved in the ad- 
ministration of the Advisory Group’s proposed section, see ALI, op. cit. supra note 62, at 
412-429. Finally, it should be noted that the reaction of every group which presented a 
statement at the Hearings was unfavorable. £.g., Hearings, note 6 supra, at 697, 753, 796, 
815, 1007. 

For a thoughtful discussion of possible legislation based on either a tax advantage (sub- 
sidation) or outside creditor approach, see ALI, op. cit. supra note 62, at 398-437. No 
specific recommendation is made, but the authors feel that a ratio test would be central to 
any new Code section. Both the American Law Institute and Advisory Group proposals are 
considered in detail. 

305 In such statements, however, statistical evidence is almost always conspicuous by its 
absence. Nevertheless, the overwhelming weight of authority forces the writer to accept 
this situation as a fact, since he has no way of checking all industries. 
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the interest deduction on indebtedness to shareholders. On the other 
hand, the present all-or-nothing approach frequently allows closely- 
held corporations, with relatively high debt-equity ratios, greater 
interest deduction benefits than are available to publicly-owned cor- 
porations. Therefore, in order to place closely- and widely-held cor- 
porations on an equal footing with respect to the interest deduction, 
it seems desirable to incorporate a standard of reasonableness into 
the Code section dealing with interest deductions by corporations. 
The simplest way to achieve this result would be to amend section 
163(a) to provide that a corporation shall be allowed ‘‘a reasonable 
deduction for interest paid or accrued within the taxable year on 
indebtedness.’’ 

In applying this statute, a court would first look to the terms of 
the instrument to see if it could be characterized as an ‘‘obligation”’ 
at all rather than as preferred stock. For this purpose a statutory 
definition such as that proposed by the Advisory Group (with the 
exclusion of the ratio provision) might be helpful, but it seems un- 
necessary since courts generally have little trouble in characterizing 
hybrids. If a court finds that an obligation exists, it would then turn 
to the reasonableness of the amount of the claimed deduction. The 
deduction on debt held by non-shareholders, who are clearly unre- 
lated to shareholders, would seldom, if ever, be held unreasonable. 
If all the debt is held by shareholders but not held pro rata, it would 
seem that at least the deduction for interest on indebtedness in ex- 
cess of a creditor’s percentage of stock would not be unreasonable, 
since as to that part of the debt the shareholder-creditor would 
resemble an ‘‘outsider.’’ *°* In the strict pro rata situation such facts 
as the stability of the business, its earnings record, and the capital 
structures of both closely- and widely-held corporations engaged in 
similar ventures would become relevant. These facts help to indicate 
what would be a reasonable amount of indebtedness for the corpora- 
tion in question, and thus what would be a reasonable deduction for 
interest upon it. The fact that most businesses cannot borrow until 
their permanent capital structures have been established by equity 
capital would usually be of great importance in the determination 
of reasonableness. If equity capital originally thought necessary to 
run the business is converted to debt in a recapitalization, it would 
indicate that the newly-created debt was unreasonably large. How- 
ever, a deduction which is otherwise reasonable in amount should not 
be disallowed merely because the underlying indebtedness was not 
created through a new contribution of capital to the corporation. 


806 See ALI, op. cit. supra note 62, at 421-423. 
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The taxpayer, of course, will ordinarily bear the burden of proof 
that the deduction was reasonable. If the court finds that the deduc- 
tion was excessive, it would disregard only the excess and allow the 
reasonable amount.*” To facilitate the administration of the pro- 
posed section, it is suggested that the Treasury provide by Regula- 
tion that a deduction taken by a corporation with a debt to equity 
ratio of up to one to one, or perhaps two to one, would always be 
deemed ‘‘reasonable.’’*°* This would permit tax counsel to secure 
the benefits of the deduction for close corporations in amounts equal 
to but not greater than those available to most widely-held corpora- 
tions with the same amount of capital. If the close corporation chose 
to base its deduction upon indebtedness in excess of the one to one 
or two to one limit, it would take the risk of having to prove that its 
greater claim was ‘‘reasonable.’’ 


B. Tue Interest Depuction CLAIMED By A ‘‘ ContTROLLED’’ SuBSIDIARY 


A special case of pro rata shareholder indebtedness is presented 
by the wholly-owned or controlled subsidiary. Any policy reasons for 
treating closely- and widely-held corporations alike do not seem to 
apply here. In cases such as Kraft Foods Co., the parent is usually 
a widely-held corporation which is allowed interest deductions on 
its indebtedness. Moreover, the statute, through sections 269 and 
1551, expresses a policy of disallowing tax advantages achieved by 
the creation or acquisition of a controlled subsidiary corporation if 
the principal purpose of the transaction was tax evasion or avoid- 
ance. Permitting a parent corporation to characterize part of its 
investment in the subsidiary as debt and thus to achieve a reduction 
in the unit’s taxes seems inconsistent with these other sections. 

The parent corporation already enjoys significant advantages over 
other taxpayers. Section 243 allows it an 85 per cent deduction for 
dividends received. Its losses on the ‘‘securities’’ of an affiliated cor- 
poration are ordinary losses under section 165(g) (3). Its bad debts 
are all business bad debts through exclusion from section 166(d) (1). 
Most important of all, under sections 1501 through 1505 the parent 


307 The fact that this determination of reasonableness would be made annually seems to 
eliminate many of the problems discussed in the Institute Report, i.e., those which arise 
only because of the permanent characterization of an instrument as debt or equity. See ALI, 
op. cit. supra note 62, at 423-429. 

308 The function of the suggested Regulation would be to create a presumption that the 
interest paid on one-half or two-thirds of the value of the net assets of a corporation is 
reasonable in amount. Of course, the rate of interest itself would also have to be in line 
with the current rate on similar obligations. Compare the suggestion by the Institute Report 
that a set of Clifford-type Regulations be drawn up to deal with the debt versus equity prob- 
lem. ALI, op. cit. supra note 62, at 436-437. 
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and controlled subsidiary may file a consolidated return, thus maxi- 
mizing the use of the losses of either in any one year. It is useful to 
note that in Kraft Foods Co. the Court of Appeals for the Second 
Circuit thought the abrogation of the consolidated returns privilege 
helped to justify the allowance of the interest deduction; the return 
of the privilege would thus seem to suggest the opposite result. 

In view of the absence of the need to achieve uniformity of taxa- 
tion between controlled subsidiaries and other corporations, and be- 
cause the parent-subsidiary unit otherwise enjoys far greater tax 
advantages than the individual shareholder-close corporation unit, 
it seems that there is no reason to allow the interest deduction to the 
subsidiary on indebtedness held by its parent. The parent will not 
act like an outside creditor, and there is no countervailing argument 
supporting the recognition of a relationship which is not an economic 
reality. Section 163 should therefore be amended to disallow the in- 
terest deduction to a corporation on any indebtedness held by a cor- 
poration which owns 80 per cent of the value of its stock, after 
appropriate attribution rules are applied. 


C. REPAYMENT OF THE LOAN 


The issue here is simply whether shareholders of close corpora- 
tions should be allowed to maintain their proportional equity posi- 
tions and yet receive a tax-free return of capital at a time when the 
corporation has earnings and profits sufficient to cover the distribu- 
tion. Under present law, if a corporation pays valid debts to its 
shareholders, this result obtains. Somehow the earnings are left in 
the corporation while the capital comes out. The fact that part of 
the shareholder’s ‘‘stake’’ in the business can be recovered in this 
manner is inconsistent with the denial of the opportunity to recover 
this ‘‘stake’’ in other ways. 

It is submitted that the retirement of debt and the redemption of 
preferred stock should be treated alike when either is held pro rata 
by the common stockholders, because in the economic sense the two 
relationships are practically identical. The question thus becomes 
whether this similar treatment should permit the withdrawal of the 
investor’s ‘‘stake’’ in both cases or in neither. To permit it in both 
cases would be a clear exception to the general policy of Subchapter 
C that pro rata distributions to shareholders, in the presence of earn- 
ings and profits, are to be taxed as dividends.*” If a man contributes 


309 See Hearings, note 6 supra, at 489. A proposal to permit a limited tax-free redemption 
of preferred stock was there considered and rejected. See also Chairman Mills’ statement of 
the ‘‘ general rule.’’ Id. at 870. But see the Bodine and Satterlee testimony, id. at 859-867. 
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a machine to a business for the purpose of producing earnings on his 
common stock, and the machine does in fact produce earnings, a 
distribution of the corporation’s excess cash would appear to be a 
dividend of the new earnings rather than a return of the capital 
represented by the machine. This seems equally true when the ma- 
chine stays in the business and a shareholder-creditor both retains 
his equity position and receives distributions in retirement of in- 
debtedness. 

It is therefore recommended that section 302(d) be amended to 
read: 

Except as otherwise provided in this subchapter, if a corporation redeems 
its stock (within the meaning of section 317(b) ), or retires evidences of in- 
debtedness (under section 1232(a) (1)), or discharges any other indebtedness 
(ineluding an obligation on a contract of sale), and if subsection (a) of this 
section does not apply, such redemption, retirement, or discharge shall be 
treated as a distribution of property to which section 301 applies. 


Section 302(a) would be suitably amended to include the retirement 
or discharge of indebtedness in addition to the stock redemptions 
with which it now deals. Finally, section 1232(a)(1) would be 
amended to say that it applied only if section 302(d) did not also 
encompass the transaction. The net result of such amendments would 
be to assure dividend treatment for retirements of indebtedness 
which are ‘‘essentially equivalent to a dividend,’’ 7.e., to all retire- 
ments of debt held in proportion to their equity interests by common 
stockholders. If the retirement amounted to a ‘‘ partial liquidation”’ 
within the meaning of sections 331 and 346, however, it should escape 
dividend treatment, and thus any amendments necessary to achieve 
this result should also be enacted.*” 


D. Tue Bap Dest Depuction 


It does not seem that any new legislation is required in this area 
if, as suggested earlier, the courts will give a more expansive inter- 
pretation to the word ‘‘debt”’ in section 166(d).*" In order to facili- 


They strongly advocate a proposal to permit a limited withdrawal of a shareholder’s 
*“stake’’ through the redemption of ‘‘paid for’’ preferred stock. 

810 As a further attempt to equate the treatment of pro rata indebtedness and pro rata 
preferred stockholding, it would seem desirable to treat debt securities issued as dividends 
or in pro rata distributions pursuant to reorganizations in the same manner as ‘‘ section 306 
stock’’ is treated (if necessary improvements are made in section 306 itself). Thus, a divi- 
dend of ‘‘debt’’ would not result in immediate taxation, but would produce tax liability 
only when the instruments are retired or sold. Debt securities issued in a recapitalization 
would also give rise to ordinary income only when paid off or sold. Cf. Brown, An Approach 
to Supchapter C, 3 TAX REVISION COMPENDIUM 1619, 1623-1624 (1959) 

811 See discussion pp. 49-50 supra. 
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tate the solution of certain related problems, a clearer distinction 
between business and non-business bad debts would seem desirable. 
The exact nature of any such amendment is beyond the scope of this 
article, however. 


E. Basis ror DEPRECIATION OR SALE 


It seems that the possibilities for achieving a step-up in the basis 
for depreciation at the cost of only a capital gains tax should be 
further curtailed by expanding section 1239. This section should be 
amended so as to apply whenever the individuals selling depreciable 
property to a corporation would, when viewed as a group, qualify as 
‘‘transferors of property’’ under section 351. Thus, no one share- 
holder (or his family) would have to own 80 per cent of the corpora- 
tion to render the section applicable. The courts would, of course, 
be free to treat a series of sales by individual transferors as a step- 
transaction if the plan was clearly designed to avoid section 1239, 
as amended. Furthermore, it should be made clear that the section, 
as amended, applies to ‘‘sales’’ of depreciable assets by a parent 
corporation to a controlled subsidiary. 

The effect of the proposed amendment would be to reduce the in- 
centive to cast transfers of depreciable property in the form of a 
‘‘sale’’ rather than as a section 351 transaction. This deterrent effect 
may be weakened by the availability of the installment method, but 
if the gain, whenever and if ever taxed, is treated as ordinary income, 
and if the payments whenever made might be treated as dividends 
under the proposed amendment to section 302(d), it would seem that 
most of the abuses which have existed in this area will be eliminated 
in the future. With regard to the corporation’s basis for resale, no 
new legislation seems necessary. If, as is usually the case when land 
is transferred to a corporation by its shareholders for resale, the 
‘*sale’’ is actually a contribution to capital, the step-up will not be 
allowed. Even if it were sometimes allowed, however, the threat of 
treatment under proposed section 302(d) or the collapsible corpora- 
tion provisions would seem to discourage attempts to participate in 
these alleged sales. 


F. PayMent or tHe ‘‘PurcHasE Pricr’’ 


As has already been seen, proposed new section 302(d) would ap- 
ply so as to treat alleged payments on contracts of ‘‘sale’’ or on notes 
issued pursuant thereto as dividends under certain circumstances. 
To achieve this result, the Commissioner would have to show that 
the ‘‘sale’’ was either a contribution to capital or a pro rata loan 
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which should be treated like a purchase of preferred stock.*”* Either 
finding might require certain adjustments in the corporation’s or 
shareholder’s tax liability for previous years.*"* For example, de- 
preciation deductions calculated on a stepped-up basis would have 
to be partially disallowed. Furthermore, if the taxpayer, claiming 
a sale, had recognized gain and paid a tax accordingly in a prior 
year, 2.e., if he did not use the installment method, he would be en- 
titled to an adjustment for that year.*"* 

These last-mentioned problems could easily be disposed of under 
the present statute. The important change is that the ‘‘sale’’ device 
will no longer be available to prevent the taxation as dividends of 
distributions which are essentially equivalent to dividends. 


ConcLusION 


The legislative recommendations made here undoubtedly require 
the draftsman’s finishing touches and integration into the Code. It 
is hoped, however, that they will point the way to a more helpful and 
realistic framework within which tax counsel and judges can deal 
with the problems presented by corporate indebtedness to share- 
holders. Finally, it is submitted that the suggested approach will 
lead to desirable uniformity in taxation far more readily than would 
the sterile definitions of indebtedness which have been the customary 
pattern of recommendations in this area. 


312 If the corporation had no earnings and profits in the year of the distribution, the 
Commissioner might seek to uphold the ‘‘sale,’’ while the taxpayer argues ‘‘ contribution 
to capital.’’ For an example of similar side-switching by the Commissioner and the tax- 
payer, see Harry F. Shannon, 29 T.C. 702 (1958). 

318 Limited, of course, by the statute of limitations. 

314 Cf. Gooding Amusement Co., 23 T.C. 408, 424 (1954), aff’d, 236 F.2d 159 (6th Cir. 
1956), cert. denied, 352 U.S. 1031 (1957). See also I.R.C. §§ 1311-1314 (1954). 

















Taxation of Foreign Investment: A 
Critique of the Boggs Bill 


DAVID R. TILLINGHAST 


FE. the first time since the abortive attempt to include new treat- 
ment in the original version of the Internal Revenue Code of 1954, 
Congress has taken legislative action to alter the United States tax 
treatment of income from foreign sources. The Boggs Bill, H.R. 5, 
was passed by the House ” and was receiving sympathetic consider- 
ation by the Senate Finance Committee as the session adjourned. 
Business support of this Bill has been stubbornly persistent, and Mr. 
Boggs intends to introduce the Bill again in the new Congress.’ If 
the Boggs Bill is to be anything more than an exercise in legislative 
futility, it is imperative that the basic inconsistencies contained in 
the existing version be resolved before Congress is again asked to 


act. 
As originally introduced in January, 1959,* the Bill contained sev- 


eral provisions designed to grant tax ‘‘incentives’’ to corporations 
doing business abroad.® All of these were dropped, however, either 


Davin R. Truurneuast (A.B., Brown University; LL.B., Yale Law School) is a member 
of the New York and Oregon Bars and an associate of Hughes, Hubbard, Blair & Reed, 
New York City. 

1 H.R. 8300, 83d Cong., 2d Sess. §§ 37 and 923 (reduction of rate), §§ 951 through 958 
(deferral of tax) (1954). 

2 See 106 Cona. Rec. 9828 (daily ed. May 18, 1960). 

3 Letter from Representative Hale Boggs, dated Aug. 16, 1960. 

4 H.R. 5, 86th Cong., Ist Sess. (1959). The Bill has gone through four versions: (1) the 
Original Version as introduced by Mr. Boggs on Jan. 7, 1959; (2) the so-called Committee 
Print, dated Oct. 13, 1959; (3) the Reported Bill, as it was sent to the House by the Ways 
and Means Committee on Feb. 19, 1960; and (4) the Amended Bill, as finally passed by 
the House. All references hereinafter will be to the Amended Bill unless otherwise indi- 
cated. 

5 The Original Bill called for a reduction in the tax rate on all of the foreign-sourced in- 
come of domestic corporations from the present 52 per cent to the 38 per cent preferential 
rate now applicable to Western Hemisphere Trade Corporations. H.R. 5 (Original Ver- 
sion), supra note 4, § 4. It also contained the much talked about ‘‘tax-sparing’’ provision. 
Under it the taxpayer would have received credit against his United States income tax for 
income and profits taxes, which he normally would have paid to a foreign country but 
which the foreign country waived as an inducement to him to invest in that country. Id. 
§ 6. The taxpayer, thus receiving credit for taxes he did not in fact pay, would bear a 


81 

















82 TAX LAW REVIEW [Vol. 16: 


because of opposition by the Eisenhower Administration *® or by 
shifting them into other legislative vehicles.” 

The only major innovation left in the Bill was the so-called ‘‘de- 
ferral’’ principle, and it is on this proposal that the Bill must be 
judged. The deferral provision is designed to create a new type of 
domestic corporation called the ‘‘Foreign Business Corporation,’’ 
which could defer payment of United States tax on income earned 
abroad until such earnings are distributed to its stockholders or its 
parent corporation. The concept was suggested by the tax treatment 
which the United States accords foreign subsidiaries of United 
States corporations. Such subsidiaries can accumulate foreign earn- 
ings free of United States tax, ploughing back into the business all 
they earn over and above applicable foreign taxes.* By contrast, a 
United States corporation doing the same business abroad would 
pay our 52 per cent rate on its earnings and could plough back only 
the 48 per cent remaining.’ As long as the foreign tax rate is signifi- 


lesser total tax, while the United States Treasury would receive the same amount it would 
have received in the absence of the special waiver. 

The Original Version of the Bill also contained a provision allowing taxpayers to elect 
either the ‘‘over-all’’ or ‘‘per country’’ method in computing its foreign income for the 
purposes of limiting the foreign tax credit to the amount of income from foreign sources. 
H.R. 5 (Committee Print), supra note 4, § 5. In addition, it provided for the non-recogni- 
tion of gain by a parent on receipt of insurance proceeds payable to it upon involuntary 
conversion of property owned by its foreign subsidiary. Id. § 7. 

Finally, in its provisions relating to tax-free transfers of appreciated property, the Bill 
would have included transfers of so-called foreign business property to any foreign sub- 
sidiary. H.R. 5 (Original Version), supra note 4, § 3. This remains in the Bill, but has now 
been limited to foreign corporations which are controlled by Foreign Business Corpora- 
tions. See discussion p. 99 infra. 

6 The Treasury Department opposed rate reduction, emphatically on grounds of revenue 
loss and vaguely on policy grounds. See Hearings on H.R. 5 Before the House Committee 
on Ways and Means, 86th Cong., 1st Sess. 39 (1959) (Statement of David A. Lindsay, 
Assistant to the Secretary of the Treasury). The Treasury also opposed the incorporation 
of the tax-sparing principle in the Bill, because it wants to adopt it only in bilateral tax 
treaties. Fearing that purported ‘‘incentive waivers’’ of foreign tax might harden into 
permanent tax reduction or favoritism, the Treasury proposes to ascertain as to each in- 
dividual country that any such waiver represents a bona fide, temporary foregiveness be- 
fore allowing the credit. See Hearings on Private Foreign Investment Before the Subcom- 
mittee on Foreign Trade Policy of the House Committee on Ways and Means, 85th Cong., 
2d Sess, 51-52 (1958) (Statement of Dan Throop Smith, Deputy to the Secretary of the 
Treasury). 

7 Election of either the ‘‘over-all’’ or the ‘‘per country’’ limitation on the foreign tax 
credit is now permitted for years beginning after Dec. 31, 1960. Pub. L. No. 86-780, 86th 
Cong., 2d Sess. (1960), amending sections 904 and 1503 of the 1954 Code. The provision 
as to recovery of insurance proceeds by a parent corporation was reintroduced as H.R. 
10409, 86th Cong., 2d Sess. (1960), but was not enacted. 

8 For a general discussion, see GisBUNS, TAX Factors IN BAsiInG INTERNATIONAL BusI- 
NESS ABROAD (1957). 

9 See discussion p. 84 infra. 
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cantly lower than ours, the foreign subsidiary has a big edge. During 
the past decade this has led to a tremendous proliferation of foreign 
subsidiaries as vehicles for the carrying on of American business 
abroad.” 

The Boggs Bill backers point out that it is senseless to force Amer- 
icans to trade under other flags in order to obtain these tax advan- 
tages." In addition, forcing business to rely on foreign incorpora- 
tion makes them forego benefits which should be theirs. Many for- 
eign corporations cannot qualify for International Cooperation Ad- 
ministration guaranties against expropriation and inconvertibility 
of foreign currency,” and the foreign subsidiary is not protected by 
United States diplomatic relations, treaties of friendship, commerce 
and navigation, or even treaties to avoid the double taxation of in- 
come.”* 

Finally, the Bill’s supporters maintain, the present situation is in- 
equitable. Only a relatively large corporation can afford to set up a 
foreign subsidiary.’* The complex and often highly artificial legal 
and accounting procedures involved require a commitment, in both 
effort and expense, which can be imposing. It is almost always neces- 
sary to send headquarters personnel overseas, and the small corpo- 
ration may not be able to spare the men from the home office. Simple 
fairness demands that favorable tax treatment be available to the 
small as well as the giant. The proponents of the Bill conclude that 
the only answer is a domestic subsidiary with the same deferral 
privilege now enjoyed by its foreign counterpart.’* The vehicle is the 
Foreign Business Corporation. 

The deferral principle thus is defended not as a needed grant 
of preference to foreign-sourced income, but on the more modest 
ground that differences in the legal formality of incorporation 
should not spell differences in tax burden. The rationale is tax ration- 
alization. 

But rationalization is not the result. Partly because of amend- 
ments grafted into the Bill to win political support, but more basi- 


10 It is asserted that foreign subsidiaries cover ‘‘by far the largest proportion of the 
value of U. 8S. direct investment abroad.’’ StaTE DEP’T, REPORT ON EXPANDING PRIVATE 
INVESTMENT FOR FREE WorRLD EconoMiIc GRowTH 39 (1959). 

11 Committee Hearings, note 6 supra, at 394-395. 

12 Id. at 158, 470. 

18 Id. at 185, 381, and 470. 

14 Id. at 199, 395-396. It is also argued that smaller companies place more reliance than 
do large ones on expanding out of retained earnings. Id. at 10 (Statement of Henry Kearns, 
Assistant Secretary of Commerce for International Affairs). 

15 Id. at 135, 185, 470, 506, and 600. 

16 Id, at 244, 381-382. 
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cally because of limitations inherent in the very concept of the de- 
ferral principle, the Boggs Bill can only further complicate an al- 
ready over-complicated field of the law. It would base taxation of its 
Foreign Business Corporation on concepts wholly different from 
those now governing either domestic corporations or their foreign 
subsidiaries. It would impose conditions on the tax deferral which 
are not imposed on foreign subsidiaries. It would produce final tax 
results only variably comparable to those achieved by foreign in- 
corporation. It certainly would not simplify tax planning. This ‘‘tax 
relief’’ Bill would leave the foreign subsidiary a better tax vehicle 
for most foreign investment than the Foreign Business Corporation 
it takes forty-four pages to create.’” And, ironically, the Bill would 
provide tax relief—if for anyone—for taxpayers already receiving 
preferential treatment under other provisions of the Internal Rev- 
enue Code. 

It has been fashionable to maintain that the politically-inspired 
limitations placed on the Foreign Business Corporation in response 
to pressure from the Eisenhower Administration, organized labor, 
and industrial protectionists are solely responsible for this irration- 
ality.* Though true to an extent, the proposition ignores the fact 
that irrationality stems equally, or in greater measure, from the very 
nature of the deferral principle. Clarity can be achieved only by ex- 
amining the tax principles governing foreign subsidiaries and those 
proposed for the Foreign Business Corporation. 





I. Taxation oF A ForericGN SuBsIDIARY 


Since jurisdiction to tax a domestic corporation is based upon its 
United States citizenship,’® all the income of such a corporation is 
within reach of the tax levy, regardless of where it is earned. The 
same is not true, however, of a foreign corporation. It is deemed a 
‘‘citizen’’ of the country in which it is incorporated; ”° like other 
aliens, it is normally taxed by the United States only on income de- 
rived from United States sources.”! As a rule, there is no question of 


17 This is the length in the line-numbered version of the Amended Bill as passed by the 
House. 

18 See, e.g., statement of Representative John W. Byrnes in Business INTERNATIONAL 
2-3 (Feb. 19, 1960). 

19 Barclay & Co. v. Edwards, 267 U.S. 442 (1924); National Paper & Type Co. v. 
Bowers, 266 U.S. 373 (1924). 

20 The Code defines a foreign corporation as any corporation which is not domestic and 
defines a domestic corporation as one ‘‘created or organized in the United States or under 
the law of the United States or of any State or Territory.’’ I.R.C. § 7701(a) (4) and (5) 
(1954). 

21 T.R.C. §§ 881 and 882 (1954). 


























1960] TAXATION OF FOREIGN INVESTMENT 85 


looking behind the corporate facade to see whether the foreign cor- 
poration is controlled by United States taxpayers.” We are not with- 
out jurisdiction to do this, and it has in fact been done in the case of 
foreign personal holding companies.”* There, because concentrated, 
individual United States ownership has made the foreign corpora- 
tion seem an especially artificial alter ego,** we have ‘‘ pierced the 
veil’’ to impose a tax. Notably, the tax is imposed not on the foreign 
corporation itself but upon the United States shareholders.” 

But Congress never has extended the foreign personal holding 
company approach to foreign corporations engaged in active busi- 
ness or to foreign subsidiaries of United States corporations (unless 
the parent, too, is tainted by concentrated individual stock owner- 
ship).”* As a result, the usual corporation can, by forming a foreign 
subsidiary, insulate its foreign income from United States tax, no 
matter what form that income takes, whether profits from an active 
business, royalties, or portfolio investment. Moreover, by utilizing a 
foreign ‘‘base’’ company—a subsidiary formed in a benign tax locus 
to hold the stock of ‘‘grandchild’’ operating subsidiaries—the par- 
ent can provide a safe pocketbook where earnings can be accumu- 
lated, free of risks of expropriation or currency restriction, until 
they are dispatched to finance other ventures abroad.” 

Of course, the foreign corporation (regardless of who controls it) 
forfeits its immunity when it does business or otherwise derives 
income from the United States, for the ‘‘source’’ basis of United 





22 If the corporate formalities of the subsidiary are not respected, its separate entity 
may be disregarded and its income taxed directly to the parent. Kaspare Cohn, Inc., 35 
B.T.A. 646 (1937). While this has never been done on a widespread basis, tax advisers fre- 
quently recommend the opening of offices by the subsidiary abroad and the active employ- 
ment of personnel to guard against this danger. See GIBBONS, op. cit. supra note 8, at 19-22; 
Baker, Methods and Channels of Foreign Trade in LEGAL PROBLEMS OF INTERNATIONAL 
TRADE 142, 147 (1959). 

23 I.R.C. §§ 551-558 (1954). For a general discussion, see Alexander, Foreign Personal 
Holding Companies and Foreign Corporations That Are Personal Holding Companies, 67 
Yate L.J. 1173 (1958). 

24 See H.R. Rep. No. 1546, 75th Cong., 1st Sess. 13-14 (1937), 1939-1 Cum. Butt. 
(Part 2) 713. 

25 This was done to avoid questions of jurisdiction over the foreign entity. Ibid. 

26 A corporation is a foreign personal holding company only if 50 per cent in value 
of its outstanding stock is owned ‘‘ directly or indirectly, by or for’’ five individuals who 
are United States citizens or residents. I.R.C. § 552(a)(2) (1954). In determining such 
ownership, stock owned by a corporation is deemed to be owned proportionately by its 
shareholders. I.R.C. §§ 554 and 554(a)(1) (1954). Thus, the 50 per cent may be found by 
tracing ownership of a foreign subsidiary through the parent to its individual stock- 
holders. 

27 For description of ‘‘base’’ company operations, see GIBBONS, op. cit. supra note 8, 
at 3 et seq. (1957) ; BARLOW AND WENDER, FOREIGN INVESTMENT AND TAXATION 245-246 


(1955). 
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States taxing jurisdiction then comes into play.** But the forfeiture 
is only pro tanto—the United States income is taxed, but income 
earned elsewhere remains untouched. And our assertion of source 
jurisdiction is not as sweeping as it might be. 

Unless the corporation is ‘‘engaged in trade or business within 
the United States,’’ we tax only ‘‘fixed or determinable annual or 
periodical gains, profits and income,’’ such as interest, dividends, 
rents, and salaries.*® Capital gains, to mention a major item, are 
exempt.*° Even those items we tax bear a reduced rate of 30 per cent 
or less.** 

If, however, the foreign corporation is ‘‘engaged in trade or busi- 
ness within the United States,’’ the Internal Revenue Code provides 
that it shall be in all respects taxed as a domestic corporation as to 
income from sources within the United States.*” But this broadside 
is softened considerably in the case of corporations chartered under 
the laws of the several foreign countries with which we have bilateral 
tax treaties.** While these treaties perform the wholly laudable func- 
tion of reducing double taxation of international income, one of their 
effects is to shield from United States tax considerable income which 
would otherwise be taxable to foreign corporations. Under a typical 
treaty, for instance, no United States tax is payable by the foreign 
corporation, even if it does business here, unless the corporation 
maintains a ‘‘permanent establishment’’ in this country.** This fre- 


28 In the case of both resident and non-resident foreign corporations, the basis of tax 
is income or receipts ‘‘from sources within the United States.’’ I.R.C. §§ 881(a) and 
882(b) (1954). The source of income is determined under sections 861 through 864. 

29 ILR.C. § 881(a) (1954). 

80 The sole exception is made for amounts received as gain from disposal of timber and 
coal. Although such amounts are taxed domestically as capital gains, they are subject to 
the 30 per cent rate here. I.R.C. § 881(a) (1954); Reg. Sec. 1.881-2(¢) (1957). 

81 Section 881(a) (1954) specifies the 30 per cent rate, but in the case of dividends, 
interest, or royalties this is reduced even further by the terms of the several bilateral tax 
conventions in force with other countries, See note 33 infra. 

82T.R.C. § 882(a) and (b) (1954). Deductions connected with the taxed income are 
allowable, but the foreign corporation is denied any foreign tax credit. I.R.C. § 882(c) 
(1954). 

83 Conventions with respect to taxes on income are currently in effect with Australia, 
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece, Honduras, Ire- 
land, Italy, Japan, The Netherlands, New Zealand, Norway, South Africa, Sweden, Swit- 
zerland and the United Kingdom. See compilation of withholding requirements in Rev. Rul. 
57-391, 1957-2 Cum. BuLL. 606. A convention with Pakistan became effective May 21, 1959. 
State Dep’t Press Release No. 349, May 21, 1959. 

84 See, e.g., Tax Convention with the Federal Republic of Germany, July 14, 1954, T.I. 
A.S. No. 3133, art. III, 1955-1 Cum. Buu. 635, 636-637. A ‘‘permanent establishment?’ 
means a branch, office, factory, or other fixed place of business, but does not include the 
mere existence of an employee or agent unless such person has power to negotiate con- 
tracts or has a stock of merchandise from which he regularly fills orders. Jd. art. II. In- 
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quently exempts capital gains as well as business profits.* Specific 
items, such as copyright or patent royalties, are often similarly 
shielded.*® 

In brief, the foreign corporation is afforded very favorable tax 
treatment. It pays no United States tax unless it has income from 
United States sources; even then the income may be exempted or 
taxed at a reduced rate; and in any event the receipt of income from 
United States sources does not affect the immunity of its foreign- 
sourced income. 


TI. Tax TREATMENT OF ParRENT CoRPORATION OR STOCKHOLDERS 


A. TRANSFER OF Property TO ForEIGN SUBSIDIARY 


The Code provides that a transfer of property to a corporation for 
stock or securities of the corporation is a tax-free transaction, if im- 
mediately following the transfer the transferor (or transferors) 
owns 80 per cent of the voting stock of the corporation, as well as 80 
per cent of other classes of stock.** Section 367 adds, however, that 
this shall not be true when the corporation involved is a foreign cor- 
poration ‘‘unless, before such exchange, it has been established to 
the satisfaction of the Secretary or his delegate that such exchange 
is not in pursuance of a plan having as one of its principal purposes 
the avoidance of Federal income taxes.’’ * 


dependent contractors, brokers, or custodians may act for a corporation without causing it 
to have a permanent establishment. The status of a subsidiary does not in itself, of course, 
subject its parent to tax. 

85 This is normally true of conventions with those countries which do not themselves tax 
capital gains. See, e.g., Tax Convention and Protocol with Canada, Mar. 4, 1942, art. VIII, 
56 Srar. 1399, T.S. No. 983, 1943 Cum. BuLu. 526. Many conventions permit the United 
States to tax capital gain from the sale or exchange of real property located in the United 
States. But such gain is taxable under general law only when the recipient is engaged in 
trade or business here. See discussion p. 86 supra. This is true, for instance, under the con- 
ventions with Switzerland and Sweden. See Inez de Amodio, 34 T.C. No. 92 (1960); Jan 
Casimir Lewenhaupt, 20 T.C. 151 (1953), aff’d, 221 F.2d 227 (9th Cir. 1955). 

86 See, e.g., Tax Convention with the Federal Republic of Germany, supra note 34, art. 
VIII. 

87 I.R.C. § 351 (1954). If the property is subject to a liability greater than the basis of 
the property in the hands of the transferor, then gain is recognized to that extent. I.R.C. 
§ 357(c) (1954). In addition, gain may be recognized on the entire transaction if the 
size of the liability or the other circumstances persuade the Commissioner that tax avoid- 
ance is involved. I.R.C. § 357(b) (1954). 

88 I.R.C. § 367 (1954). This poses a question of fact, and a taxpayer requesting a ruling 
must submit a statement of facts under oath, together with a copy of the plan of which 
the transaction is a part. Reg. Sec. 1.367-1 (1955). The ruling under section 367 is a 
mandatory condition for a tax-free exchange; unless it has issued prior to the transaction, 
gain will be recognized regardless of the circumstances. The Commissioner has no author- 
ity to rule after the fact. Texas-Canadian Oil Corp., 44 B.T.A. 913, 918 (1941). For a 
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Granted unlimited discretion by the statute, the Secretary’s dele- 
gate has been a hard man to satisfy. The Internal Revenue Service 
generally holds that the ‘‘avoidance’’ purpose is present whenever 
any significant deferral of United States income taxes will result 
from the transfer.*® Given the fact that a foreign subsidiary carry- 
ing on a business overseas is exempt where a domestic parent doing 
the same business is taxable, this principle bars a ruling in the over- 
whelming majority of cases. 

The broad powers of the Revenue Service make prediction virtu- 
ally impossible; some practitioners feel that results fluctuate with 
the personal opinions of the individuals considering each particular 
application.* In effect, however, the ruling requirement of section 
367 forces many taxpayers either to abandon the idea of a foreign 
subsidiary or to pay a capital gains tax upon their contribution of 
property to the subsidiary. The problem seems, in general, more 
severe for businesses already operating abroad through branches 
than for those seeking to move into a foreign field for the first time.* 


B. Taxasinity oF DistrisuTIONsS 


Dividends from a foreign subsidiary operating abroad are nor- 
mally taxable in full to American recipients. A parent corporation 
cannot avail itself of the dividend received deduction.* Foreign tax 
credit may be claimed for any tax exacted from the recipient by the 
foreign country on account of the distribution (generally through 


general discussion and critique of this subject, see Whitehill, Foreign Corporate Exa- 
changes, 36 TAXES 622 (1958). 

89 See, e.g., Committee Hearings, note 6 supra, at 200-201, 362. 

40 Moreover, it is believed that administrative policy in this area fluctuates in accord- 
ance with personal views of individuals who from time to time have responsibility for 
issuing rulings under Section 367.’’ Letter from the Chairman to members of the Amer- 
ican Bar Association Committee on Taxation of Foreign Income, Feb. 26, 1960. 

41 An example is the Singer Manufacturing Company, which has operated abroad through 
branches for many years. Its chairman has noted that ‘‘. . . this form of organization 
[through foreign subsidiaries] is freely available to a newcomer in the foreign field, but 
it is not freely available where one has a large widespread organization already estab- 
lished.’’ Committee Hearings, note 6 supra, at 286, The same problem faces a corporation, 
already operating through foreign subsidiaries, which wishes to interpose a foreign ‘‘ base’’ 
company. See discussion of Sears, Roebuck request for a ruling in Committee Hearings, 
note 6 supra, at 356-358. Newcomers have their problems too. It has been asserted that 
the Service will not permit patents and processes not previously utilized abroad to be 
transferred tax-free to a foreign ‘‘base’’ company. Committee Hearings note 6 supra, at 
200-201. 

42 Section 243 (1954) normally limits the deduction to dividends received from a do- 
mestic corporation. But for treatment when the foreign subsidiary earns most of its in- 
come in the United States, see discussion p. 90 infra. 
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withholding).** Individuals cannot benefit from any foreign taxes 
paid by the corporation itself. A corporate stockholder, however, if 
it owns at least ten per cent of the voting stock of the foreign sub- 
sidiary, is deemed to have paid, and may take credit for, income or 
profits taxes paid (or deemed to have been paid) by the foreign sub- 
sidiary with respect to the accumulated profits from which the distri- 
bution to the parent is made.** Because the amount of the foreign in- 
come or profits taxes is deducted in determining the amount of the 
distribution subject to United States tax, the total effective rate of 
tax may be reduced below 52 per cent to as low as 45.2 per cent.*® 
(Legislation has been introduced to do away with this reduction in 
rate, but it has not yet progressed out of the Committee Hearings 
stage.) *® 

If the foreign subsidiary derives income from sources within the 
United States, the tax consequences may differ. These differences 
will be slight as long as less than 50 per cent of the subsidiary’s in- 
come is sourced in the United States. United States tax will be im- 
posed on the subsidiary, and if the foreign country of incorporation 
bases its jurisdiction to tax only on source, there will be some lessen- 
ing of foreign taxes available for the foreign tax credit. Dividends 
received from the subsidiary are still considered to be income from 
foreign sources.*’ The corporate stockholder still gets no dividend 
received reduction, but may still claim the credit for any foreign 
taxes paid upon the profits from which the dividend is distributed. 


43 Reg. Sec. 1.901-2 (a) (1957); Rev. Rul. 56-288, 1956-1 Cum. BuLL. 321; I.T. 3837, 
1947-1 Cum. Buu. 56; I.T. 2762, XIII-1 Cum. BuLL. 64 (1934). But only a proper tax 
may be credited. A ‘‘compulsory loan’’ is not a tax for this purpose, because it is sub- 
ject to future repayment by the foreign government. See Rev. Rul. 59-70, 1959-1 Cum. 
BULL. 186. 

44 I.R.C. § 902 (1954). In addition, the subsidiary is deemed to have paid taxes in fact 
paid by a ‘‘grandchild’’ subsidiary, owned 50 per cent or more, with respect to the earn- 
ings out of which the grandchild paid dividends to its parent. I.R.C. § 902(b) (1954). For 
general discussion, see Hinkel, Foreign Tax Credits in PRocEEDINGS oF NEw YorK UNI- 
VERSITY SEVENTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 391 (1959); Baker, 
Foreign Holding Companies and Foreign Tax Credits, 34 Taxes 746 (1956). 

45 See Surrey, Current Issues in the Taxation of Corporate Foreign Investment, 56 
Cotum. L. Rev. 815, 828 (1956). For a tabulation of effective rates according to the rate 
of foreign tax, see GIBBONS, op. cit. supra note 8, at 12. 

46 The proposed Bill would require the amount of the dividend received by the parent 
to be ‘‘grossed up’’ by the amount of taxes paid by the subsidiary. H.R. 10859, 86th 
Cong., 2d Sess. (1960). The Bill met strong opposition and only tepid Treasury endorse- 
ment. See Hearings on H.R. 10859 and H.R. 10860 Before the House Committee on Ways 
and Means, 86th Cong., 2d Sess. (1960). For a discussion of technical problems which would 
result from ‘‘ grossing up,’’ see Corneel, Grossing Up, 38 TaxEs 507 (1960). 

47 Reg. Sec. 1.861—3 (a) (2) (1957). 

48 Ibid. 
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If the subsidiary’s gross income from sources within the United 
States exceeds 50 per cent of the total for a continuous period of 
three years, the tax consequences to the stockholder are altered 
markedly. That percentage of a dividend received which equals the 
percentage of the corporation’s gross income sourced in the United 
States is deemed income to the stockholder from United States 
sources.*® In the case of corporate stockholders, this portion of the 
dividend is subject to the dividends received deduction and is, in ef- 
fect, taxed at only 7.8 per cent.®® That portion of the dividend still 
attributable to non-United States income of the subsidiary is still 
considered income to the stockholder from foreign sources.” Thus, 
if the subsidiary has incurred foreign tax on its foreign earnings, the 
corporate stockholder still has the ‘‘deemed’’ foreign tax credit 
available to it pro tanto. 

A distribution in liquidation of a foreign subsidiary is not treated 
in the same manner as a dividend. To individual stockholders or cor- 
porate parents owning less than 80 per cent of the subsidiary’s stock, 
the proceeds of complete liquidation produce capital gain (or loss).* 
No ‘‘deemed’’ foreign tax credit is allowable upon such a distribu- 
tion, although the credit may be available for taxes imposed directly 
upon the distributee with respect thereto.® The situation of a parent 
owning 80 per cent or more of the voting stock depends again on a 
ruling by the Internal Revenue Service. Section 332 of the Code 
would permit a tax-free liquidation under these circumstances ; but 
here also, as to a foreign subsidiary, the Secretary’s delegate must 
rule that there is no tax-avoidance purpose.™ If the standards gov- 
erning Internal Revenue Service approval of transfers upon incor- 
poration of the foreign subsidiary are vague, those governing the 
foreign subsidiary upon liquidation are completely obscure. 

Some practitioners contend that the Service will issue a ruling if 
the taxpayer agrees to pay capital gains tax on all realized gains of 
the subsidiary, presumably including all retained earnings as well 
as stock in trade and inventory items on hand.® Such a ruling would 


49 I.R.C. § 861(a) (2) (1954). 

50 T.R.C. § 245 (1954). The 7.8 per cent rate assumes that the entire relevant portion 
of the dividend would be taxable, absent this deduction, at the full 52 per cent rate (15 per 
cent x 52 per cent = 7.8 per cent). 

51 I.R.C. § 861(a) (2) (1954). 

52 I.R.C. § 331(a) (1) (1954). 

53 Freeport Sulphur Co. v. United States, 163 F.Supp. 648 (Ct.Cl. 1958), further proceed- 
ings, 172 F.Supp. 462 (Ct.Cl. 1959). 

54 T.R.C. § 367 (1954). 

55 The writer knows of no published authority for this contention, or for any other 
view of the Service’s position on this issue. 
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allow unrealized appreciation in the value of capital assets, presum- 
ably machinery, equipment, patents, good will, and the like, to go un- 
taxed. The result would be a tax which is, to a varying degree, less 
than the full capital gains tax on the total value of all property re- 
ceived. 


III. Prorosep Taxation or Foreign Business CorPoRATION 


Unlike the foreign subsidiary, the Foreign Business Corporation 
(hereafter referred to as ‘‘FBC’’) would be a domestic corporation 
subject to the plenary taxing jurisdiction of the United States. It 
would operate within a special exception carved out of this jurisdic- 
diction as an act of legislative grace.” 


A. Nature OF THE DEFERRAL PRIVILEGE 


The deferral privilege would be granted only as to certain types of 
business income from sources within certain specified foreign coun- 
tries. Since the FBC would be a domestic corporation, it would be 
taxed on income which was not of the ‘‘tax-deferrable’’ type, as 
would any other United States corporation.” It would be allowed all 
deductions and credits attributable to such income. 

Instead of paying taxes on qualifying tax-deferrable income, how- 
ever, the corporation would merely set it up in a ‘‘reinvested foreign 
income account.’’ ®* When the conditions for tax deferral no longer 
were met, income would be subtracted from the reinvested foreign 
income account.” At this time the corporation would pay United 
States taxes on the income.* It then would be entitled to all deduc- 


56 For a brief discussion of the earlier version of the Boggs Bill, see Munsche, The 
Boggs Bill: A Review of the Committee Print, 38 TaxEs 11 (1960). 

57 H.R. 5, supra note 4, § 952(a)(1) (references hereinafter to sections 951-958 will 
be to sections proposed to be added to the Code by H.R. 5). The FBC remains subject to 
the accumulated earnings tax imposed under Subchapter G, however, to the extent of all 
of its taxable income. See id. § 952(a). 

58 Id. § 952(a) (2). The percentage limitation on corporate charitable contributions 
would be computed on the basis of all the FBC’s income, whether or not ‘‘ tax-deferrable.’’ 
See id. § 952(a). In this sense it would not be ‘‘attributed’’ or allocated. 

59 Id. §§ 952(b) (1), 953(a) and (b). 

60 Id. § 953(c). 

61 Id. § 952(a)(1)(B). When net long-term capital gains are put into the reinvested 
foreign income account, the amount included is the gain multiplied by the difference be- 
tween the United States corporate rate and 100 per cent. Id. § 952(b)(2)(B). At the 
present corporate rate of 52 per cent, this means any such gain would be multiplied by 
.48 and only the resulting amount recorded. Then, when the income is distributed, only 
this amount is taxed at the regular 52 per cent rate payable upon a distribution. The re- 
sult is an effective rate of tax on the capital gain of slightly less than 25 per cent (.48 x 
.52 = .2496). See H.R. Rep. No. 1282, 86th Cong., 2d Sess. 7-8 (1960). 
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tions attributable to such income.” It would be allowed the foreign 
tax credit for any foreign income or profits taxes it paid (or was 
deemed to have paid) with respect to the income, even though such 
taxes were paid in earlier taxable years when the income was actu- 
ally earned. 


B. Conpirions or DEFERRAL 


Income of an FBC would be tax-deferrable only under specified 
conditions. These conditions take two forms. Some are set forth in 
the definition of an FBC; % failure to meet them would mean out- 
right failure to qualify as an FBC and total termination of the de- 
ferral privilege. Other conditions are defined so that an FBC which 
violated them would merely be deemed to make a ‘‘distribution’’ to 
its stockholders; * the result would be termination of the deferral 
privilege as to income deemed ‘‘distributed,’’ but retention of FBC 
status and the deferral of tax on all other qualifying income. 

When an FBC fails to qualify, the entire amount in its reinvested 
foreign income account is included as taxable income. Since the FBC 
itself must bear the tax on a ‘‘distribution,’’ the ‘‘distribution’’ is 
deemed to be made out of after-tax dollars. The amount subtracted 
from the reinvested foreign income account and thus included in tax- 
able income on account of a ‘‘distribution’’ is the sum which, after 
subtracting the applicable tax, equals the amount actually ‘‘distrib- 
uted.’’ * If the FBC ‘‘distributes’’ $48,000, therefore, it includes 
$100,000 in its taxable income and pays a tax of $52,000. This rule is 
designed merely to keep taxable income and the reinvested foreign 
income account adjusted for the taxes the FBC must pay. 

The conditions limiting deferral—both the definitional require- 
ments and the ‘‘distribution’’ concept—are designed to permit de- 

62 Id. § 952(a) (2). 

63 Id, § 955(a). When income is earned by the FBC, the amount added to the reinvested 
foreign income account is ‘‘ grossed up’’ by the amount of foreign income and profits 
taxes paid or deemed to have been paid with respect to such income. In effect, no deduc- 
tion of these taxes is allowed. Id. § 952(b) (2) (A). H.R. Rep. No. 1282, supra note 61, 
at 7. For this reason, the credit for these taxes, granted upon subtraction of the income 
from the reinvested foreign income account, will never drive the effective rate of tax be- 
low 52 per cent, as may occur with respect to a foreign subsidiary. See discussion p. 89 
supra. 

64 Id. § 951. 

85 Id. § 954. 

66 Id. § 953(¢)(2). Amounts subtracted from the reinvested foreign income account 
would be treated on a last in-first out basis. They would be deemed to be first out of cur- 
rent earnings and then out of the most recently accumulated earnings. Id. § 953(c) (1). 
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ferral only when a corporation (1) chooses FBC status; (2) derives 
substantially all of its income from the conduct of an active business ; 
(3) carries on that business within foreign countries designated as 
‘less developed’’; (4) meets certain protectionist-inspired condi- 
tions; and (5) ploughs the resulting earnings back into its business. 

(1) Election of FBC status. A corporation is treated as an FBC 
only if it so elects.®’ The election is effective only if made within the 
first month of the taxable year or the month prior to that.®* An elec- 
tion, once made, continues in effect until it is revoked. If the corpo- 
ration liquidates or reorganizes, other than into another corpora- 
tion also qualifying as an FBC, it is deemed to terminate its elec- 
tion.” 

Certain types of corporations already receiving special tax treat- 
ment are ineligible to elect FBC status. These include all corpora- 
tions exempt under Subchapter F, China Trade Act corporations, 
regulated investment companies, personal holding companies, life 
insurance companies, corporations electing to be taxed as partner- 
ships, and partnerships electing to be taxed as corporations.” Sig- 
nificantly, the Western Hemisphere Trade Corporation is not on the 
ineligible list. Under the proper circumstances, therefore, a corpora- 
tion could qualify to defer tax as an FBC and then, when finally 
taxed, pay only the 38 per cent Western Hemisphere rate.” 

Generally speaking, the FBC must be a separate corporate entity 
from its parent. But banks, which for a variety of non-tax reasons 
may be barred from operating through subsidiaries,” may elect to 


67 Id. § 951(a). 

68 Id. § 951(b) (2). 

69 Id. § 951(b) (1). 

70 Proposed section 951(b) (1) (B) (ii) provides that the election terminates at the end 
of the ‘‘last taxable year of the corporation.’’ This occurs at the date of its liquidation 
or reorganization, in the absence of special provision. Moreover, proposed section 953 
(c) (3) provides that the entire amount in the reinvested foreign income account must be 
subtracted for the last taxable year in which the FBC’s election is in effect, except as 
provided in proposed section 381(c) (23). This latter section would permit the reinvested 
foreign income account and the other tax attributes of the FBC to be carried over to an 
acquiring corporation if that corporation also qualifies as an FBC. H.R. 5, supra note 4, 
§ 2(¢) (proposed section 381(c) (23)). 

71 H.R. 5, supra note 4, § 951(a) (4) and (d). Life insurance companies were made in- 
eligible solely because of the difficulty in working out the relationship between FBC treat- 
ment and life insurance company treatment, without prejudice to their eligibility when 
there has been adequate opportunity for study. H.R. Rep. No. 1282, supra note 61, at 4-5. 

72 See I.R.C. §§ 921, 922 (1954). Presumably, the 38 per cent rate would also apply to 
any non-deferrable income earned by the FBC during its period of qualification, so long 
as the Western Hemisphere Trade Corporation requirements were met. 

73 See Committee Hearings, note 6 supra, at 404, 416-417 (Statement of William A. 
Patty). 
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have a foreign branch taxed as an FBO, if such branch, considered 
as a separate entity, meets the other FBC requirements.” 

(2) Active business requirement. To qualify as an FBC, an elect- 
ing corporation must derive at least 90 per cent of its gross income 
from business activities. In addition to income from the active con- 
duct of a trade or business,” two other categories have been in- 
cluded because they are deemed sufficiently connected with invest- 
ment abroad: (1) compensation for the rendition of managerial or 
technical services ; and (2) compensation for the use of (or right to 
use) patents, copyrights, processes, trademarks, good will, and simi- 
lar property.” Income in category (2) does not qualify, however, to 
the extent that the amount received, except from subsidiaries, ex- 
ceeds 25 per cent of gross income.” 

In order to permit the use of an FBC as a ‘‘base’’ company, the 
Boggs Bill deems business income qualifying for the 90 per cent re- 
quirement to include dividends or other income, including royalties 
and compensation for services, received from a ‘‘ qualified payor cor- 
poration.’’ * A corporation is considered such only if it also meets 
the FBC requirements (other than domestic incorporation), and if 
the FBC owns at least ten per cent of its voting stock.” In addition, 
the payor corporation must derive 50 per cent or more of its gross 
income from the active conduct by it of a trade or business, as op- 


74 H.R. 5, supra note 4, § 957. All branches operating in a single foreign country must 
be treated as a single entity. Id. § 957(h) (2). Branches in two or more countries may be 
similiarly combined, and other branches may be added as they first qualify for ‘‘ elected 
branch’? treatment. Id. § 957(h) (1). 

75 Id. § 951(a) (2) (A). 

76 Id. § 951(a)(2)(D). 

77 Under proposed section 951(a)(2)(D) (ii), this type of income does not qualify to 
the extent that it exceeds 25 per cent of the FBC’s gross income. Amounts received from 
qualified payor corporations (subsidiaries) of the FBC are not included in income under 
this subsection, however, but under proposed section 951(a) (2) (C). Therefore, the 25 per 
cent limitation does not apply to them. 

78 H.R. 5, supra note 4, § 951(a)(2)(C). For treatment of loans by a qualified payor 
corporation to the FBC, see note 91 infra. In order to prevent the ‘‘base’’ company type 
of FBC, owned by a United States parent whose stock is closely held, from automatically 
becoming a foreign personal holding company because it receives all of its income in divi- 
dends, the Bill would provide that dividends, interest and royalties received by an FBO 
will not be considered personal holding company income if (1) 50 per cent of the FBC’s 
stock is held by the domestic parent, which is not a personal holding company; (2) the 
exempted income is received from a subsidiary which earns 70 per cent of its income from 
sources within less developed countries and from the active conduct of a trade or business; 
and (3) FBC owns 50 per cent of the subsidiary’s stock or such lesser percentage which is 
the maximum allowed by local law (or 25 per cent if the subsidiary is in a business ‘‘sim- 
ilar or related’’ to that carried on by the parent in the United States). H.R. 5, supra note 
4, § 2(d), proposing amendment of section 543 (1954). 

79 H.R. 5, supra note 4, § 951(c) (1). 
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posed to the receipt of royalties, compensation for services, or divi- 
dends from ‘‘grandchild”’ subsidiaries.” 

Since the requirement that 90 per cent of gross income be derived 
from an active business forms part of the definition of an FBC, fail- 
ure to meet it results in the total termination of tax deferral. 

(3) ‘‘Less developed countries’’ requirement. An FBC may defer 
income taxes only if substantially all of its business is done in coun- 
tries designated as ‘‘less developed.’ It loses the deferral privilege 
entirely unless 90 per cent of its gross income is from sources within 
such countries.** An FBC’s subsidiary cannot qualify as a ‘‘ qualified 
payor corporation”’ unless it too receives 90 per cent of its gross in- 
come from such countries.® In addition, the FBC may suffer a par- 
tial loss of the deferral privilege unless it maintains the lion’s share 
of its tangible property and payroll in such countries. If more than 
ten per cent of its tangible property and its payroll is located outside 
the less developed countries, it is deemed to ‘‘distribute,’’ and there- 
fore loses the deferral privilege on, a percentage of its otherwise tax- 
deferrable income equal to one-half the percentage of property and 
payroll so located.** A corollary provision with respect to the sub- 
sidiary of an FBC disqualifies it as a ‘‘ qualified payor corporation’’ 
if more than 20 per cent of its property and payroll is located outside 
the less developed countries.** 

A less developed country is defined as any foreign country (‘‘out- 
side the Sino-Soviet bloc’’) which as of the first day of the taxable 
year is covered by an Executive Order of the President designating 
it as such.® An overseas territory, department, province, or posses- 
sion may be treated as a separate country; and it is implicit in the 
statute that the President’s designation of any area as ‘‘less de- 
veloped’’ may be revoked at any time. No standards are set forth to 
limit the President’s discretion, but Japan and the industrialized 
countries of Europe are expressly excluded from any such designa- 


80 Ibid. See H.R. Rep. No. 1282, supra note 61, at 6. 

81 H.R. 5, supra note 4, § 951(a) (1). 

82 Id. § 951(¢) (1) (B). 

88 Id. § 954(b). The amount of payroll is given twice the weight given to property. The 
amount of total payroll and payroll outside less developed countries are both multiplied by 
two in determining the relevant percentage. Only realty and tangible personality are con- 
sidered as property for this purpose, and only personal services which are ordinary and 
necessary for carrying on the FBC’s trade or business are taken into account. If the FBC 
is engaged in two or more distinct businesses, the computation is made separately for each 


one. 
84 Id. § 951(c) (2). In this case the corporation is considered to engage in only one busi- 


ness, and only one computation is made. 
85 Id, § 951(e) (1). 
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tion.** Obviously, the underdeveloped countries of Latin America, 
Africa, Asia, and the Middle East are the primary subjects of atten- 
tion. 

(4) Protectionist requirements. Certain conditions on deferral 
were written into the Boggs Bill to reflect the protectionist senti- 
ments of both industry and labor groups fearful of the effect that the 
flight of productive facilities to cheap-labor countries abroad might 
have on domestic production. From industry comes the provision 
that a corporation will fail to qualify as an FBC if more than ten per 
cent of its gross income, even if properly sourced in less developed 
countries under standard tax rules, is derived from the sale of 
articles for ultimate use, consumption, or disposition in the United 
States.*? From labor comes the provision that the corporation shall 
be disqualified as an FBC if the United States Secretary of Labor 
determines, upon investigation and hearing, that it ‘‘ operates in any 
less developed country under substandard labor conditions.’’ ** Sub- 
standard conditions are defined to mean aggregate remuneration (a) 
below the minimum standards set by the law of the less developed 
country involved; (b) if there are no such standards, below the av- 
erage standards prevailing for employers in the same or similar in- 
dustries in the country; or (c) if there are no such average stand- 
ards, ‘‘substantially’’ below the standards ‘‘ generally prevailing’’ 
in the industries of such country.*® 

(5) Requirement that earnings be retained. The final condition of 
deferral is that the income on which tax is deferred must be rein- 
vested in the FBC’s business. Any severance of the earnings from 
the business will produce tax. 

A taxable ‘‘distribution’’ includes any distribution of cash or 
property to shareholders, including distributions in redemption of 


86 Id. § 951(e) (2). The excluded countries are: Austria, Belgium, Canada, Denmark, 
France, West Germany, Italy, Japan, Luxembourg, Monaco, Netherlands, Norway, Portu- 
gal, Sweden, Switzerland, and the United Kingdom. 

87 Id. § 951(a) (3). ‘‘ Your committee has added this restriction because it does not be- 
lieve that the United States should grant tax deferral to domestic companies for the sale 
of products or materials in the American market which are in competition with domesti- 
cally produced or extracted products where this tax deferral is not available.’’ H.R. Rep. 
No. 1282, supra note 61, at 4. 

88 H.R. 5, supra note 4, § 951(f). An investigation would be started by the Secretary 
of Labor on his own initiative or on the application of ‘‘any affected domestic party’? if 
the Secretary ‘‘has reason to believe’’ that the proscribed conditions exist. Id. § 951(f) 
(3) (A). For purposes of investigation, the Secretary would have the power to subpoena 
witnesses and records granted by the Federal Trade Commission Act. Id. § 951(f) (3) (B). 
The procedural safeguards of the Administrative Procedure Act would not be applicable. 
Id. § 951(f) (3) (D). 

89 Id. § 951(f) (2). 
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stock or in partial or complete liquidation, but does not include the 
distribution by the corporation of its own stock or rights to acquire 
its stock.” Furthermore, transactions which may amount to indirect 
withdrawals of earnings from the foreign business are also covered. 
A loan by an FBC to a corporation directly or indirectly owning ten 
per cent or more of its stock is considered a ‘‘distribution,’’ ™ al- 
though ‘‘ordinary and necessary’’ amounts of credit extended in 
connection with commercial sales are excepted.” If a loan is made by 
a subsidiary of the FBC to the FBC’s parent, the loan is deemed to 
have passed through the FBC. The amount of the loan from the sub- 
sidiary to the FBC is included in the FBC’s gross income.** The FBC 
then is deemed to make the loan to the parent, and the amount of the 
loan is subtracted from the foreign income account.” 

In addition, the FBC is deemed to make a ‘‘distribution’’ to the ex- 
tent that it owns, during a taxable year, any ‘‘prohibited prop- 
erty.’’ ® All property is prohibited, except (1) property ordinary 
and necessary for carrying on a trade or business 90 per cent of the 
gross income of which is derived within less developed countries ; (2) 
securities in a subsidiary which qualifies as a qualified payor corpo- 
ration; (3) obligations of foreign governments, but only to the ex- 
tent their basis does not exceed 15 per cent of accumulated earnings 


90 Id. § 954(a)(1). Distributed property would be assigned its fair market value. Id. 
§ 954(a) (2). 

91 Id. § 954(d) (1) (A). In addition, the loan of funds by a corporation in which the FBC 
owns ten per cent of the voting stock is considered gross income to the FBC. Id. § 954(d) 
(1) (B). If the lending corporation is a ‘‘ qualified payor corporation,’’ this item of income 
should qualify as ‘‘ active business’’ income. See discussion p. 94 supra. If the lending cor- 
poration does not so qualify, the income would likewise not qualify. The proposed statute 
does not indicate where such an item of income to an FBC should be considered to be sourced 
—at the situs of the funds, the place the loan agreement was signed, the place the funds 
were delivered, or the place of incorporation of either party to the loan. The Secretary of 
the Treasury has authority to prescribe regulations as to what income is sourced within less 
developed countries and what is sourced without. Id. § 951(e) (3). Presumably, then, this 
question would remain open until regulations were promulgated. 

92 The loan would not constitute a ‘‘distribution’’ if it were made ‘‘in connection with 
the sale of property’’ and if the amount of credit extended does not exceed ‘‘the amount 
which would be ordinary and necessary to carry on the trade or business of both the lending 
corporation and the borrowing corporation had the sale been made between unrelated cor- 
porations.’’ Id. § 954(d) (3). 

98 Id. § 954(d) (1). 

94 The subtraction from the reinvested foreign income account would be required even 
though the ‘‘deemed’’ receipt of the loan by the FBC from its subsidiary constituted non- 
qualifying, and hence immediately taxable, income. As written, therefore, these provisions 
could require the FBC to recognize two items of taxable income on a single indirect loan to 
its parent, one item because of the FBC’s ‘‘deemed’’ receipt of a loan from its subsidiary, 
and a second because of the FBC’s ‘‘deemed’’ distribution to its parent. 

95 H.R. 5, supra note 4, § 954(c). 
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and profits; and (4) obligations of the United States or bank de- 
posits. 

If any corporation, in which the FBC owns ten per cent or more of 
the stock, owns any prohibited property, the FBC is deemed to own 
that percentage of the property which corresponds to its stock own- 
ership.” The amount of prohibited property held by the FBC is de- 
termined at the time during the year when the maximum amount of 
such property was held.® Of course, if an FBC is deemed to make a 
‘*distribution’’ because of ownership of prohibited property in one 
year, the amount so treated is not included in ‘‘distributions’’ for 
later years, even though the FBC still owns the property.” 


IV. Tax TREATMENT OF FF BC’s Parent on STOCKHOLDERS 
A. TRANSFER OF Property To FBC 


Transfer of property by an American corporation or American in- 
dividuals to an FBC, in return for stock or securities of the FBC, 
would be considered tax-free under section 351 of the Code. Since the 
FBC is not a foreign corporation, the ruling requirement of section 
367 does not come into play. The Boggs Bill, however, anticipating 
abuse of this technique in the case of stock in trade, inventory items, 
and property held primarily for sale to customers, provides that the 
transferor of such property recognizes ordinary income upon the 
transfer.?° 

The Boggs Bill also contains, however, two additions to section 367 
designed to facilitate the reorganization into an FBC of business 
already carried on abroad. The first would permit tax-free transfer 
of substantially all of the properties of a foreign corporation to an 
FBC, whether in liquidation or otherwise.’ The second would per- 
mit the FBC to transfer so-called foreign business property, includ- 


96 Id. § 954(c) (4) (A). Also excepted are any assets relating to permitted commercial 
loans to or from related corporations. Id. § 954(c) (4) (A) (v). See discussion p. 97 supra. 

97 Id. § 954(e) (2). 

98 Id. § 954(c) (3) (A). The amount taken into account because of an item of prohibited 
property would be its adjusted basis, reduced by any liability subject to which it is held. Id. 
§ 954(¢) (3) (B) (i). 

99 Id. § 954(c) (3) (B) (ii). 

100 H.R. 5, supra note 4, § 3(¢)(1) (proposed section 78). This is the only provision in 
the Boggs Bill which could affect existing treatment of foreign subsidiaries, since the pro- 
posed tax treatment would apply not only to transfers to FBC’s but also to transfers to any 
foreign corporation. 

101 H.R. 5, supra note 4, § 3(a) (proposed section 367(b)). In this event, the accumu- 
lated earnings and profits of the foreign corporation are deemed distributed as a dividend 
to the FBC at that time. As a result, this would constitute taxable income to the FBC, unless 
the foreign corporation was at that time a qualified payor corporation. 
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ing that acquired from its parent or stockholders, tax-free to a for- 
eign corporation if such foreign corporation ‘‘immediately after’’ 
the transfer is controlled by one or more FBC’s and is a qualified 
payor corporation.’” ‘‘Foreign business property”’ is defined as 
property which is transferred for use, and which within six months 
after the transfer is in use, in the active conduct of a trade or busi- 
ness. The term includes stock only if it is voting stock in a foreign 
corporation which is a qualified payor corporation; it does not in- 
clude stock in a domestic corporation or inventory or stock in 
trade.’ 


B. Tax on Distrisutions REcEIVED FROM AN FBC 


The Boggs Bill allows a 100 per cent dividends received deduction 
to a parent corporation owning 80 per cent or more of the FBC’s vot- 
ing stock, if it receives a ‘‘dividend’’ from the FBC out of its rein- 
vested foreign income account.’ Thus, no tax is imposed on the par- 
ent. Similarly, upon liquidation the parent would apparently pay no 
tax. The FBC is a domestic corporation and the need for a ruling un- 
der section 367 on the liquidation does not arise. Nothing in the Bill 
suggests that section 332, permitting the tax-free receipt of property 
in complete liquidation of an 80 per cent controlled subsidiary, does 
not apply.’® Therefore, in the case of any direct distribution by the 
FBC to its parent, the only tax payable is the full corporate tax due 
from the FBC." 

The tax treatment of individual stockholders of an FBC or a par- 
ent corporation owning less than 80 per cent of the FBC’s voting 
stock is less favorable. The FBC, of course, is taxable upon any dis- 


102 Jd. (proposed section 367 (¢) (1)). 

103 Jd. (proposed section 367(c) (2)). Corollary amendments would be made to section 
1492 (1954) to exempt contributions of ‘‘ foreign business property’’ from the excise tax 
on transfer of stock or securities to a foreign corporation. Id. § 3(b). 

104 Td, § 2(b). A bank receiving a distribution from an ‘‘ elected branch’’ abroad would 
receive similar treatment. Id. § 957 (i). 

105 Presumably, also, the FBC’s basis would carry over to the parent under section 334 
(1954). As to unrealized appreciation of the FBC’s assets, see discussion p. 110 infra. 

106 Some minor problems may arise where the FBC goes through a transaction, such as the 
purchase of securities in the United States, which is deemed a ‘‘distribution,’’ producing 
tax to it but involving no actual distribution to the parent. The FBC pays tax, and the 
amount deemed distributed is then subtracted from the reinvested foreign income account. 
If the property were later distributed to the parent in a dividend transaction, apparently 
the 85 per cent, and not the 100 per cent, dividends received deduction would be applicable, 
since the dividend would not be ‘‘ out of its reinvested foreign income account.’’ This sug- 
gests that there is a 7.8 per cent advantage in making the dividend distribution directly. If, 
however, the property were distributed to the parent in liquidation of the FBC, section 332 
would prevent the imposition of tax. 
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tribution. Upon receipt of a dividend, however, individual stockhold- 
ers would also be fully taxable, subject to applicable dividends re- 
ceived exclusion and the four per cent dividends received credit.’” 
Corporate recipients would be entitled to only the 85 per cent divi- 
dends received dedution and would pay an effective rate of 7.8 per 
cent on the distribution.’ Upon liquidation, the benefits of section 
332 would not be available, and hence a capital gains tax would be 
payable to the extent that the distribution exceeded the stockholder’s 
cost basis for the FBC stock. For a corporate stockholder, this would 
be less advantageous than its treatment upon receipt of a dividend 
from an FBC. For individual stockholders, this would be preferable. 
Hence, an FBC having both corporate and individual stockholders 
may be in a serious dilemma whether to distribute earnings as divi- 
dends or let them accumulate until liquidation. 

Of course, since the FBC ‘‘consumes’’ any foreign tax credit in 
computing its tax on the distribution, no such credit is available at 
the stockholder level. 


V. Tax DisapvANnTAGES OF ForrIGN Business CorRPORATION 


Although the Boggs Bill has been touted as a ‘‘tax relief’’ meas- 
ure, a comparison of the treatment accorded an FBC with that avail- 
able through incorporation of a foreign subsidiary manifests several 
major respects in which the FBC may prove disadvantageous. 


A. Tue ‘‘ Less DevELoPED’’ Lim1tTaTION 


A foreign subsidiary may, of course, operate and own property in 
any country of the world other than the United States without pay- 
ing United States taxes. This is not true of the FBC; it may defer 
United States tax only if substantially all of its income is sourced, 
and its property and payroll is maintained, in ‘‘less developed’’ 
countries. Since many foreign countries are barred by the Bill from 
the ‘‘less developed’’ category, the FBC could not achieve tax de- 
ferment of income earned therein. 

More important, a country—even if on the eligible list—is consid- 
ered less developed only as long as the President so orders.’ An 
FBC, relying on tax deferral, quite possibly could enter a country 
listed as ‘‘less developed,’’ only to have the President thereafter re- 
move the country from the ‘‘less developed’’ category.’® Since no 


107 T.R.C. §§ 34 and 116 (1954). 

108 T.R.C. § 243 (1954). 

109 See discussion p. 95 supra. 

110 Cf. Committee Hearings, note 6 supra, at 173, 243, 301, 335. 
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statutory standards are set forth to guide the President’s discretion, 
the FBC could never predict with any certainty whether its tax-de- 
ferral privilege would continue, even if originally granted. The for- 
eign subsidiary, in contrast, owes its tax-deferral privilege to its 
jurisdictional status. This could not be taken away from it, at least 
not without legislative action of far-reaching significance.™ 


B. Tue ‘‘Lasor Stanparps’’ Lim1raTion 


Since the United States exercises no tax jurisdiction over the for- 
eign subsidiary operating abroad, it naturally does not make the sub- 
sidiary’s tax exemption dependent on its labor relations. Under the 
Boggs Bill, however, the FBC’s tax-deferral privilege may be denied 
if the Secretary of Labor finds that the corporation is operating un- 
der ‘‘substandard labor conditions.’’ 14 Even corporations intend- 
ing to comply in every way with prescribed or customary conditions 
of employment may hesitate to place their tax deferral at the mercy 
of this provision. The statutory definitions are hardly exhaustive, 
and the determination of the Secretary of Labor on the subject is 
essentially final. It may be reviewed only in a proceeding adjudi- 
cating the FBC’s tax liability,“* and the corporation must thus ex- 
pose its entire tax-deferral status to question in order to contest the 
finding. 


C. Restrictions on Typz or Business ConpUCTED 


A foreign subsidiary, unless it is a foreign personal holding com- 
pany or a sham,’ avoids United States tax as long as its income 
has a foreign source. It may carry on any kind of a business, includ- 
ing import to and export from the United States, or it may invest in 
portfolio securities, real estate, or anything else that looks promis- 
ing. 

The FBC is not similarly free. It is subject to several provisions 
in the Boggs Bill designed to prevent it from deferring taxes on in- 
come from certain types of activities.’” 


111 See discussion p. 84 supra. 

112 See discussion p. 96 supra. 

113 H.R. 5, supra note 4, § 951(f) (1). 

114 See discussion p. 85 supra. 

115 One case has been cited in which an operating subsidiary, blocked by exchange re- 
strictions from remitting earnings, was investing all of its profit in real estate. BARLOW 
AND WENDER, op. cit. supra note 27, at 166. 

116 A foreign subsidiary operating exclusively abroad is not subject to the United States 
penalty tax on accumulated earnings, since the tax applies only to the United States income 
of a foreign corporation. Reg. Sec. 1.535-1(b) (1959). The Boggs Bill clearly provides, 
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(1) Foreign portfolio investment. The FBC is granted deferral of 
taxes, only provided it continues to engage in the active conduct of 
business. Purchase of non-business assets, except United States 
Government obligations and a limited amount of foreign govern- 
mental obligations, will produce a taxable ‘‘distribution.’’ 7 Simi- 
lar purchase by the subsidiary of an FBC will also produce an allo- 
cated amount of tax.""* And the consequences of investment are even 
more serious than pro tanto loss of deferral if investment income 
exceeds ten per cent of the total; then FBC status may be lost alto- 
gether.’ 

No such limitations apply to the foreign subsidiary. As long as its 
separate entity is maintained and it is not a foreign personal holding 
company,’ it may, if it chooses, earn all of its income from passive 
portfolio investment. 

(2) Imports. The FBC may not be used for the business of import- 
ing into the United States.'*! At present this may seem a rather spe- 
cialized problem. Most companies want to use the FBC to move into 
the foreign field, not to sell in the United States. But the future may 
hold surprises. The recent volume of imports from Ford, General 
Motors, and Chrysler affiliates into the United States perhaps could 
not have been foreseen when those companies were created, but itis a 
reality today.'* As long as the prospect continues to be one of lower 
labor costs abroad and relative prosperity at home, this possibility 
remains alive. 

And even a relatively small import trade will upset the apple cart. 
If only ten per cent of the FBC’s gross income is from this type of 
business, the deferral privilege is lost. Most important, the ten per 
cent restriction forms part of the definition of Foreign Business Cor- 
poration. If the limit is exceeded, all of the reinvested foreign busi- 
ness income, for all prior years as well as the present one, becomes 
taxable. This would in most cases represent too great a price to pay. 

(3) Exports. Since exporters characteristically maintain the lion’s 


however, that all of the income of the FBC may be considered for this purpose. Proposed 
section 952(a) provides that the limited definition of taxable income set forth therein does 
not apply for purposes of the accumulated earnings tax. In addition to all the other obsta- 
cles to passive investment, this one must be hurdled. 

117 See discussion p. 97 supra. 

118 See discussion p. 98 supra. 

119 Ninety per cent of the FBC’s income must come from the conduct of an active busi- 
ness. See discussion p. 94 supra. 

120 See discussion p. 85 supra. 

121 See discussion p. 96 supra. 

122 See 106 Cona. Rec. 4614 (daily ed. Mar. 8, 1960) (Statement of Representative Wil- 
liam G. Bray). 
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share of the property and employees necessary to the business in the 
United States, use of the FBC will allow them only an incomplete 
deferral of tax; the maintenance of such property and employees 
will be considered a ‘‘distribution,’’ even though to a limited ex- 
tent.'*? The percentage of deferral may be increased by investing in 
overseas facilities and sending employees abroad. But this may not 
be particularly economical, and exporters who have never made 
overseas commitments may well shy away from doing so now.’ 

This is especially true when export income can be accumulated 
completely free of tax through use of a foreign subsidiary. The for- 
eign corporation is not ideal for the exporter by any means; he may 
be required to maintain at least some overseas personnel in order to 
preserve the foreign source of the subsidiary’s income and prevent 
its separate entity from being disregarded.” But the commitment 
can, it is believed, be relatively small and involve little investment 
in tangible property. In addition, there is no guarantee that an FBC 
might not also be forced to maintain overseas offices—quite apart 
from the ‘‘distribution’’ problem—to insure that 90 per cent of its 


income is properly sourced.’”® 
(4) Transportation. A foreign corporation which derives income 
from the operation of ships documented, or aircraft registered, un- 


128 See discussion p. 95 supra. 

124 For outlines of cases where exporters have declined to invest abroad, even when facing 
loss of their export markets, see BARLOW AND WENDER, op. cit. supra note 27, at 196 et seq. 

125 The usual rule is that income from a sale of goods is sourced at the place where title 
to the goods and risk of loss passed to the buyer. However, where the sale transaction ‘‘is 
arranged in a particular manner for the primary purpose of tax avoidance,’’ all the cireum- 
stances, such as the place where the contract was negotiated and executed, the location of 
the property, and the place of payment, will be examined to determine where the ‘‘sub- 
stance’’ of the sale occurred. Source will be determined accordingly. Reg. Sec. 1.861-—7 (ce) 
(1957). Although nc broadside has been loosed on foreign corporations under this Regula- 
tion, the Commissioner is pressing the ‘‘substance’’ test in several cases involving Western 
Hemisphere Trade Corporations, and this has evoked the comment that the Internal Revenue 
Service has ‘‘ never fully accepted the title passage rule.’’ See Wender, An Analysis of Some 
of the Limitations on the Base for U. S. Taxation of Foreign Income and Foreign Corpora- 
tions in 3 Tax REVISION COMPENDIUM 2171, 2178 (1959). To avert possible attack by the 
Revenue Service on this ground, many ‘‘ base’’ companies establish foreign administrative 
offices to negotiate sales, accept orders, and receive payment. See Baker, Methods and Chan- 
nels of Foreign Trade in LEGAL PROBLEMS OF INTERNATIONAL TRADE 142, 147 (1959). As 
to possible disregard of the subsidiary ’s separate corporate entity, see note 22 supra. 

126 Although the contrary impression seems to have been raised, there is nothing in the 
Boggs Bill which alters the source of income rules, a fact which has caused some acid com- 
ment. See Committee Hearings, note 6 supra, at 442-443 (Statement of Paul D. Seghers). 
No doubt, however, some of the Bill’s supporters are counting on the Bill to ease their 
**source’’ problems on exports. Presumably their theory is that the ‘‘substance’’ of an 
FBC’s sales may take place in the United States without affecting the source of the income 
from the sale, since the FBC is being created expressly to permit the retention of head- 
quarters functions in the United States. 
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der the laws of a foreign country is exempt from United States 
tax if the country of documentation or registry grants a reciprocal 
exemption.’*’ Were it not for this provision, income derived from 
transportation service between points within the United States and 
points outside the United States would be considered to be partly 
taxable, as derived from sources within the United States.’** The 
FBC, being a domestic corporation, could not benefit from this ex- 
emption ; and the allocation of income to United States sources would 
not only produce tax, but might exceed ten per cent of the total and 
disqualify the corporation as an FBC altogether. 


D. Torat Tax Rats on Remirtep Earnings 


(1) Dividends. American investors normally anticipate bringing 
at least some earnings of the foreign business back to the United 
States in the form of dividends. Often this desire is sublimated, in 
deference to more favorable tax treatment available when the earn- 
ings are retained abroad.’ At some points, however, the investor 
expects the foreign business to pay a return to him in the United 
States. In most cases, this means dividend distributions by the sub- 
sidiary long prior to liquidation. 

Upon distribution of a dividend to an individual stockholder, the 
FBC would pay the full 52 per cent corporate rate. In addition, of 
course, the individual stockholder would be liable for personal in- 
come taxes on the distribution he receives. 

The individual stockholder receiving a dividend from a foreign 
subsidiary similarly pays his personal income tax upon the dividend 
received. But, unlike the FBC, the foreign subsidiary has paid no 
United States corporate tax on the earnings. If the corporation pays 
no foreign tax, the saving at the corporate level is 52 per cent of the 
earnings ; if it pays a foreign rate of 40 per cent, the saving is 12 per 
cent.*° And there will be some differential whenever the foreign tax 
is lower than the United States rate. 

If the investor is a United States corporation which owns less than 
80 per cent of the voting stock of the subsidiary, the FBC again 
seems disadvantageous. It would pay the full 52 per cent tax, and no 
foreign tax credit would be available to the stockholder. The corpo- 


127 T.R.C. § 883 (1954). 

128 I.R.C. § 863(b) (1954) ; Reg. Sec. 1.863-4 (1957). 

129 See discussion p. 82 supra. 

180 To the extent there is no corporate tax, of course, the size of the distribution to the 
stockholder is increased, and this increases his personal tax. Only if his tax bracket were 100 
per cent, however, would the advantage be entirely offset. A stockholder in a 50 per cent 
bracket, for instance, achieves a tax saving equal to half the saving in corporate tax rate. 
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rate investor would, however, be entitled to the 85 per cent dividend 
received deduction, and thus would pay only 7.8 per cent on the dis- 
tribution.*** Since the FBC would already have paid a tax of 52 per 
cent, the 7.8 per cent tax would be computed on the 48 per cent re- 
maining and would add approximately 3.75 per cent, for an over-all 
effective rate of about 55.75 per cent.1* 

The same dividend distribution from a foreign subsidiary would 
bear considerably less tax. The dividend would be fully taxable to 
the parent corporation, of course; but it could take the ‘‘deemed’’ 
credit for foreign taxes paid by the subsidiary.1** In cases where the 
foreign tax rate is less than 52 per cent, the effect of the ‘‘deemed”’ 
credit may be to reduce the total effective tax rate below 52 per 
cent.'** Even where the foreign rate is itself 52 per cent, the 
‘*deemed’’ credit will exempt the dividend distribution completely 
in the hands of the parent corporation. In any case, the tax will be 
significantly less than the effective rate of 55.75 per cent on a divi- 
dend distribution from an FBC under similar circumstances. 

Where the parent corporation owns at least 80 per cent of the sub- 
sidiary’s stock, the differential is less striking, but it may still exist. 
Upon a distribution by an FBC, the parent would be entitled to the 
100 per cent dividends received deduction,’* and therefore the total 
effective rate of tax will not exceed the 52 per cent paid by the FBC 
itself. Some significant savings may still be involved, however, since 
the comparable tax on a foreign subsidiary’s dividend may be only 
45.2 per cent. This differential would, of course, disappear if Con- 
gress enacts the proposed legislation requiring a ‘‘gross-up’’ of divi- 
dends received from the foreign subsidiary.’*® 

All of the foregoing comparisons assume that the rate of foreign 
tax paid by the subsidiary is 52 per cent or less. It is only under these 
circumstances that deferral of United States tax is normally of any 
significant concern. In the event that the foreign rate is higher, the 
relationships change. 

As to the individual stockholders, the only advantage of the for- 
eign corporation over the FBC lies in its exemption from United 
States tax. Where the foreign rate is higher than 52 per cent, this 

131 See discussion p. 100 supra. 


182 The exact amount is 3.744 per cent (48 per cent x .15 x 52 per cent). See I.R.C. § 243 
(1954) ; Reg. Sec. 1.243-1 (1956), as amended, T.D. 6449, 1960 Int. Rev. Butt. No. 8, at 
16. 

183 See discussion p. 89 supra. 

134 See discussion p. 89 supra. 

135 See discussion p. 99 supra. 

186 See discussion p. 89 supra. 
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factor becomes of no importance to him. To the corporation owning 
80 per cent or more of the subsidiary’s stock, the FBC and the for- 
eign subsidiary also draw even at this point; in either case, the for- 
eign tax paid will constitute the entire burden. The parent, as always, 
would pay no tax on the FBC’s distribution, and the FBC would take 
credit for the foreign tax in an amount leaving it with no United 
States tax liability. Similarly, a distribution by a foreign subsidiary 
would result in no tax to the parent, since the ‘‘deemed’’ foreign tax 
credit would more than exhaust its liability here. 

The same is not true of the corporation owning less than 80 per 
cent of the subsidiary’s stock. It would still have slightly more lia- 
bility upon the distribution by the FBC, since it would be liable for 
the 7.8 per cent effective rate on the distribution and could take no 
foreign tax credit. Of course, the higher the foreign tax rate, the less 
there would be left to distribute, and so the smaller the base on which 
the 7.8 per cent is computed. But there would always be a fraction of 
difference, however tiny, until the effective rate of foreign tax be- 
came 100 per cent, and there was nothing to distribute at all. 

In one rather unusual situation a United States corporate stock- 
holder would clearly prefer the FBC to the foreign corporation 
for dividend purposes. A corporation owning less than ten per cent 
of the voting stock of a foreign subsidiary is not entitled to the 
‘‘deemed’’ foreign tax credit upon dividends received.” Thus, its 
share of the earnings distributed would not only bear the foreign tax 
paid by the subsidiary, but also the full United States corporate tax 
rate.’** On the other hand, the distribution to a less than ten per cent 
corporate holder by the FBC would be taxable in the stockholder’s 
hands only at the 7.8 per cent rate, since a corporation is entitled to 
the 85 per cent dividends received deduction regardless of the per- 
centage of the stock of the paying corporation it owns.’ 

In summary, earnings remitted as dividends will bear a lower total 
tax burden when passed through a foreign subsidiary than when 
passed through an F'BC, as long as the rate of foreign tax is less than 
52 per cent. Where the rate of foreign tax is 52 per cent or above, the 
individual stockholder and the parent owning 80 per cent or more of 
the subsidiary’s stock bear the same tax burden whether the sub- 
sidiary is an FBC or a foreign corporation. The corporate parent 


187 Section 902(a) (1954) allows the credit only to ‘‘a domestic corporation which owns 
at least 10 per cent of the voting stock of a foreign corporation from which it receives divi- 
dends....’’ 

188 The distribution from the foreign corporation out of foreign earnings is not eligible 
for the dividends received deduction. See discussion p. 88 supra. 

189 T.R.C, § 243 (1954). 
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owning less than 80 per cent of the subsidiary’s stock still benefits 
from the foreign subsidiary, but the difference shrinks as the rate 
of foreign tax increases above 52 per cent. 

No less significant is the fact that in no event will the foreign sub- 
sidiary produce taxes greater than those produced by use of the 
FBC. As for the tax effect of dividend distributions, use of the 
FBC may hurt, but it will not help. Therefore, although the choice of 
a corporate form must be made in advance, and conditions in foreign 
business are notably quick to change, foreign subsidiaries may still 
be formed in order to produce relatively small tax advantages upon 
dividend distributions. 

(2) Repayment of indebtedness. The American investor often ad- 
vances part of the capital for a foreign enterprise in the form of a 
loan. To this extent, creditor’s rights may be acquired under foreign 
law, even as to a wholly-owned subsidiary.**! Foreign currency re- 
strictions which prohibit dividends or retirement of equity capital 
may not apply to retirement of indebtedness and payment of in- 
terest.1*? Most important, debt financing represents a method by 
which the investor can get part of his money out of the enterprise, 
long prior to liquidation, without incurring any immediate tax lia- 
bility. Unless the ‘‘thin’’ capitalization of a corporation causes the 
‘*debt’’ to be considered as equity in fact,'** the corporation’s re- 
payment of principal upon bona fide debt obligations is considered 
a tax-free return of capital even to the sole stockholder.'** Since the 
funds to accomplish this debt retirement characteristically come 
from earnings of the foreign enterprise, the effect is similar to the 
remittance of earnings without payment of any tax. 

This tax treatment is available to investors in a foreign subsidiary 
through the operation of general principles of taxation, but similar 
treatment may be denied to FBC investors. The definition of a tax- 


140 The single exception, of course, is the less than ten per cent corporate stockholder dis- 
cussed above. Otherwise, the foreign subsidiary shows advantages where the foreign rate is 
less than 52 per cent and at least holds even where the foreign rate is higher. 

141 See Gooder and Wimmer, Taxation Advantages and Problems in Foreign Trade in 
LEGAL PROBLEMS OF INTERNATIONAL TRADE 202, 210 (1959). 

142 FRIEDMANN AND PuGH, LEGAL ASPECTS OF FOREIGN INVESTMENT 740 (1959). Com- 
monly, interest payments are deductible by the subsidiary for local tax purposes, Id. at 766. 
Also relevant is the fact that the repayment commitment to the parent can be stated in dol- 
lars. In the event of local currency devaluation, the subsidiary may realize a tax saving 
through its currency loss. BARLOW AND WENDER, op. cit. supra note 27, at 163. 

143 For an extensive discussion, see Caplin, The Caloric Count of a Thin Corporation in 
PROCEEDING oF New York UNIVERSITY SEVENTEENTH ANNUAL INSTITUTE ON FEDERAL Tax- 
ATION 771 (1959) ; Goldstein, Corporate Indebtedness to Shareholders: ‘‘ Thin Capitaliza- 
tion’’ and Related Problems, 16 Tax L. Rev. 1 (1960). 

144 See, e.g., Kraft Foods Co. v. Comm’r, 232 F.2d 118 (2d Cir. 1956). 
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able distribution includes ‘‘any distribution to shareholders.’’ 4° An 
earlier draft of the Boggs Bill referred to ‘‘any distribution of prop- 
erty with respect to its stock.’’ ** A repayment of indebtedness to a 
stockholder-creditor may be considered a distribution ‘‘to a share- 
holder,’’ although not a distribution ‘‘ with respect to’’ his stock. 

Since the latter requirement has been removed from the definition 
of a taxable distribution, the Service might possibly detect in the 
Boggs Bill Congressional sanction to treat a payment to creditor 
stockholders as a taxable ‘‘distribution,’’ despite the general law on 
debt repayments. If the legislative purpose really is to allow the 
FBC to defer tax only as long as the otherwise taxable earnings are 
employed in an active business abroad, the debt retirement tech- 
nique may conflict with that purpose; and this may cause a search 
for ‘‘substance’’ here which would not be pursued with respect to 
the foreign subsidiary. 

(3) Total tax on liquidation. While the United States investor nor- 
mally craves some immediate return from the foreign business ven- 
ture, he typically does not want to withdraw the bulk of the earnings. 
The characteristic investment pattern is a small initial commitment 
and the financing of the foreign corporation out of retained earnings 
to the greatest possible extent.*** Over half of all overseas earnings 
are thought to be so retained.*** 

The retention of earnings means the avoidance of any taxes on 
current distributions, but a day of reckoning comes upon eventual 
liquidation of the subsidiary. Then the increase in net worth attrib- 
utable to reinvestment of earnings will increase the investor’s gain. 
Because of the differences in the FBC concept and the treatment of 
foreign subsidiaries, the tax consequences of liquidation may vary 
substantially. 

Since the foreign subsidiary not doing business in the United 
States never pays United States tax on its foreign earnings, the only 
tax impact of its liquidation is at the stockholder level. Whether cor- 
porate or individual and whether an 80 per cent owner or not, the 
stockholder will recognize capital gain or loss.’** This is taxed at a 


145 H.R. 5, supra note 4, § 954(a) (1). 

146 H.R. 5 (Committee Print), supra note 4, § 951(b) (3) (A) ; emphasis added. 

147 BARLOW AND WENDER op. cit. supra note 27, at 165. 

148 Jd. at 164, The amount has been estimated at one billion dollars per year. Subcom- 
mittee Hearings, note 6 supra, at 496. 

149 See discussion p. 90 supra. The 80 per cent parent may be able to avoid recognition of 
some part of the gain by procuring a ruling under section 367 (1954). See discussion p. 
90 supra. 
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maximum rate of 25 per cent,’ but foreign taxes paid by the sub- 
sidiary are not available as a credit against the tax.’ 

The FBC, by contrast, incurs tax upon the distribution in liquida- 
tion at the regular corporate rate.” Individual stockholders, and 
corporate stockholders owning less than 80 per cent of the FBC’s 
voting stock, will pay a capital gains tax in addition; ‘** the parent 
corporation owning 80 per cent or more of the subsidiary’s voting 
stock will pay none." 

In this situation, as in the case of dividends, the foreign subsidiary 
is advantageous to the individual stockholder and the less than 80 
per cent parent corporation. They pay capital gains tax upon a liqui- 
dating distribution from either type of corporation. But the foreign 
subsidiary does not pay the United States corporate rate, whereas 
the FBC would. If the foreign tax rate on the subsidiary is 52 per 
cent or above, there is no difference, since the foreign tax credits will 
have exhausted the FBC’s liability. Where the foreign rate is lower, 
however, the foreign subsidiary pays only the lesser rate. There is 
everything to gain and nothing to lose in this situation in utilizing 
the foreign subsidiary. 

The decision is more difficult for the parent corporation owning 
more than 80 per cent of the subsidiary’s stock. Section 332 of the 
Code allows the parent to receive the liquidating distribution from 
the FBC tax-free, compared with the 25 per cent capital gains tax it 
must pay on liquidation of the foreign subsidiary.’ The FBC offers 
a disadvantage in that the FBC must pay the full United States cor- 
porate rate (less foreign tax credit) on the distribution, where the 
foreign subsidiary would not.%* The choice depends, then, on the 
amount of the foreign tax credit which would be available to the 
FBC. 


150 T.R.C, § 1201 (1954). 

151 See note 53 supra. 

152 See note 90 supra. 

153 It is possible that the FBC’s assets can be ‘‘liquidated’’ and the capital gains tax 
nevertheless avoided by effecting a tax-free reorganization of the FBC into its parent pur- 
suant to sections 368 and 354 (1954). This cannot, however, be accomplished in a stock of 
the parent for assets of the FBC transaction. A statutory merger of the FBC may be pos- 
sible, but involves practical problems. For detailed discussions, see Tillinghast, Tax Prob- 
lems in Acquiring the Remaining Interest in a Partially Owned Corporation, 37 TaxEs 713 
(1959) ; Fager, The Acquisition of Partly-Held Corporations in PROCEEDINGS OF NEw YORK 
UNIVERSITY EIGHTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 779 (1960). 

154 See discussion p. 99 supra. 

155 Assuming it cannot procure a favorable ruling under section 367 of the Code. 

156 Consideration must be given, of course, to any foreign taxes which may be payable by 
the foreign corporation upon its liquidation. Assuming, however, that a tax ‘‘haven’’ has 
been carefully chosen, this should present no problem, 
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For example, if there were no applicable foreign tax, the foreign 
subsidiary would produce the lesser tax. The parent would pay only 
the 25 per cent capital gains tax on the liquidation, whereas the FBC 
would have had to pay a full 52 per cent. At the other extreme, if the 
subsidary had already paid a foreign tax of 52 per cent, that would 
be equivalent to the entire burden imposed on liquidation of the 
FBC. On a similar liquidation of a foreign subsidiary, however, the 
parent would have to pay an additional 12 per cent (25 per cent of 
the 48 per cent remaining after foreign taxes) upon receipt of the 
liquidating distribution. Just where the FBC begins to gain advan- 
tage over the foreign subsidiary depends on the particular circum- 
stances, but the foreign subsidiary still may show an advantage 
where the foreign tax rate is as high as 35 per cent.'" 

One unsolved mystery of the FBC is whether it affords an advan- 
tage at the time of liquidation with respect to wnrealized apprecia- 
tion in the value of its assets. The tax it pays on liquidation is based 
on the amount in its reinvested foreign income account,'* and addi- 
tions are made to the account only in amounts equal to the reinvested 
foreign income.’ Provision is made for inclusion of realized capital 
gains.’© But if there is no realization, there is apparently no tax on 
the FBC, and under standard doctrines, the FBC would realize no 
gain on the liquidating distribution itself.‘ Unless a ruling can be 
procured under section 367, however, the receipt of appreciated 
property upon liquidation of a foreign subsidiary would produce 
capital gains tax based on the appreciated value, regardless of any 
‘‘realization’’ by the subsidiary.’ Of course, the basis of the prop- 
erty in the hands of the recipient would then be the appreciated 
value, whereas the basis upon receipt from an FBC would be its old 
basis in the hands of the FBC.’ 

The differences in treatment of an FBC and a foreign subsidiary 
upon liquidation will again cause individuals and corporations own- 
ing less than 80 per cent of the subsidiary’s stock to lean toward the 
foreign subsidiary. In the case of liquidation, as in the case of divi- 
dends, it can help them relative to the FBC, but it cannot hurt them. 


157 Ignoring problems of double taxation or differences in computation, the combined 
rate then is 35 per cent, plus 16.25 per cent (25 per cent of the remaining 65 per cent), or 
a total of 51.25 per cent. 

158 H.R. 5, supra note 4, § 953(c) (3). 

159 Td. § 953(b). 

160 Td, § 952(b) (2) (B). 

161 T.R.C. § 336 (1954). 

162 The amount realized upon an exchange includes the fair market value of property re- 
ceived. I.R.C. § 1001(b) (1954). 

163 T.R.C. § 334(b)(1) (1954). In almost all cases the stepped-up basis provided for 
under section 334(b) (2) would not be available, 
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For the parent corporation with more than 80 per cent ownership, 
the choice may appear more perilous, because there are situations in 
which the tax on liquidation of the foreign subsidiary exceeds that 
on liquidation of the FBC. In practice, however, such a parent will 
often benefit from utilizing the foreign subsidiary. The total effective 
rate available through liquidation of the FBC is never lower than 52 
per cent. The total liquidation rate of the foreign subsidiary, there- 
fore, can become unfavorable only when it exceeds that figure. But 
the tax rate on dividends from the foreign subsidiary will never ex- 
ceed 52 per cent unless the foreign tax rate is higher.** Thus, by 
merely paying out retained earnings as dividends, instead of leaving 
them in the business until liquidation, the parent of a foreign cor- 
poration can assure itself of a rate as low as it could ever obtain in 
an F'BC liquidation. 

The parent of a foreign subsidiary can, therefore, retain earnings 
in the foreign subsidiary as long as the foreign tax rate is low, so 
that retention produces a total tax lower than 52 per cent. It can 
begin to pay out the subsidiary’s earnings when the 52 per cent rate 
is passed. Since dividends are deemed paid out of most recently 
accumulated earnings,’® the low-tax earnings of the foreign sub- 
sidiary would be left for distribution upon liquidation, while the 
earnings carrying the larger ‘‘deemed’’ foreign tax credit are taxed 
at the dividend rate. A parent eyeing an operation in a country with 
a presently low tax rate could take advantage of that rate to build 
its investment now, and then begin to pay dividends if the foreign tax 
rate began to rise. 

This would alsc offer an efficient medium for a parent being offered 
a special tax-waiver incentive by a foreign country with which the 
United States has not yet concluded a ‘‘tax sparing’’ treaty.’* There 
undoubtedly are situations where considerations of financial liquid- 
ity would not permit such flexibility in paying out dividends, but in 
many cases adjustment of dividend payments to reflect the foreign 
tax rate would be possible. 


E. Uss or AccUMULATED HARNINGS IN THE UNITED STATES 


Although the FBC or foreign subsidiary will normally be created 
for the purpose of conducting business overseas and not for any do- 
mestic purpose, the typical American investor plans for the day 


164 Again, with the single exception of the corporation owning less than ten per cent of 
the subsidiary’s voting stock and thus not being eligible for the ‘‘deemed’’ foreign tax 
credit. See discussion p. 106 supra. 

165 T.R.C. § 316(a) (1954). 

166 See note 6 supra. 
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when he can bring his foreign earnings home. Repatriation with no 
strings attached can be accomplished through remittance of earnings 
as dividends or upon eventual liquidation, but in either case a United 
States tax may be payable. Many parent corporations or stockhold- 
ers might prefer to postpone such a tax and, at the same time, have 
the foreign earnings made available in the United States as working 
capital or for investment purposes. This would free United States 
earnings of the parent, now retained for capital purposes, for dis- 
tribution to stockholders or for other commitments. Especially when 
the initial capital requirements for a rapidly expanding overseas 
business have eased as the rate of expansion has flattened out, a por- 
tion of foreign earnings may find more attractive opportunities at 
home than abroad. 

When this day comes, the foreign subsidiary will prove a far more 
flexible vehicle than the FBC. Of course, the FBC would lose its de- 
ferral privilege if it went into business here; and the loss would be 
complete, even if the business here were only a part of its total. 
Furthermore, an FBC cannot very well make its earnings available 
to its parent here, since the ‘‘distribution’’ definitions are designed 
expressly to prevent this. It may not purchase any investments, 
other than government bonds, or any property which would be of use 
to a domestic business ; it may not lend money to its parent. Its sub- 
sidiaries are similarly restricted. 

The situation with a foreign subsidiary is quite different. Assum- 
ing that its separate corporate entity is preserved, the foreign cor- 
poration may do anything it wants in the United States without caus- 
ing any United States tax to be imposed on the income it has earned 
abroad. It could, in theory at least, sell its foreign business and use 
all of its capital, including all of the earnings accumulated free of 
United States tax, to set up shop domestically. It could also invest 
here, buy property here, and lend its parent money.’” 


167 See Committee Hearings, note 6 supra, at 204, The relationship between the parent and 
the subsidiary would not be relevant to the taxability of the subsidiary. A.R.M. 133, 4 Cum. 
BuLu. 114, 115-116 (1921) : 


*¢Tn the opinion of the Committee the ownership by the American corporation of stock 
in the foreign company and the contractual relationship between the two whereby the for- 
mer was to receive a certain percentage of the net profits of the latter as consideration for 
the loan of plans, specifications, and manufacturing equipment and the services of its expert 
engineers, draftsmen, ete., has no particular bearing on the question under consideration. 
The foreign company and the American corporation are two separate and distinct taxable 
entities, They are not required and would not be permitted to file a consolidated tax return, 
and the contractual relationship does not constitute the American corporation the agent of 
the foreign company.’’ 


For other instances in which the taxability of a foreign subsidiary has been determined 
without reference to its domestic ownership, see British Timkin Ltd., 12 T.C. 880 (1949) ; 
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To the extent that the subsidiary realized income from United — 
States sources, it would naturally bear the United States tax. If the 
subsidiary does not ‘‘ engage in a trade or business’’ here, as it would 
not if it merely invested or loaned money, the rate of tax is 30 per 
cent or less; and many of its capital gains would be exempt.*® 

If the foreign subsidiary did ‘‘engage in a trade or business’’ 
here, it would pay the full corporate rate; but if it also derived at 
least 50 per cent of its income from that business, the ultimate im- 
pact of this tax upon the parent would be mitigated, since the divi- 
dends received deduction would be allowable to the extent that divi- 
dends represent United States earnings.’® The ‘‘deemed’’ foreign 
tax credit would still be available with respect to the other portion.’” 
Since dividends are considered to be paid out of the most recently 
accumulated earnings,’ the subsidiary could distribute its latter- 
day United States earnings, and the parent could pay the 7.8 per cent 
rate thereon, but without endangering the continued exemption from 
United States tax of the previously accumulated foreign earnings. 
In effect, the foreign subsidiary may give up its foreign business en- 
tirely in favor of a domestic one, paying dividends to its parent as 
a domestic subsidiary would, and retaining its foreign earnings until 
eventual liquidation. This the FBC clearly may never do. 


VI. Wxo Wut Benerit From Boces Bru? 


Because the Boggs Bill’s FBC will be circumscribed in several im- 
portant ways in which the foreign subsidiary is not, it may prove to 
be little more than an exercise in futility. Certainly most companies 
going abroad for the first time would continue to utilize foreign sub- 
sidiaries. But the FBC may offer tax relief in very limited areas. 

In the first place, assets necessary to the conduct of an active busi- 
ness in ‘‘less developed’’ countries may be transferred tax-free by a 
domestic parent to an FBC without procuring a ruling from the 
Treasury Department under section 367. Such a ruling must be ob- 
tained, and is difficult to obtain, for the tax-free transfer of property 
Berwindmoor Steamship Co., 3 TCM 183 (1944) ; Rev. Rul. 55-182, 1955-1 Cum. BULL. 77. 
A foreign corporation may be a personal holding company, as distinguished from a foreign 
personal holding company, if its income from United States sources, ignoring other income, 
qualifies it as such. See Porto Rico Coal Co. v. Comm’r, 126 F.2d 212 (2d Cir. 1942) ; Ber- 
windmoor Steamship Co., supra; Alexander, Foreign Personal Holding Companies and 
Foreign Corporations that are Personal Holding Companies, 67 YALE L.J. 1173, 1174 et seq. 
(1958). This places limits on investment by the subsidiary where its stock or that of its 
parent is closely held by individuals. 

168 See notes 29 and 30 supra. 

169 See discussion p. 90 supra. 


170 See discussion p. 90 supra. 
171 T.R.C. § 316(a) (1954) ; Reg. Sec. 1.316-2 (1955). 
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to a foreign subsidiary. A corporation already operating in less de- 
veloped countries directly through branches might form an FBC in 
order to achieve tax deferral without paying a capital gains tax on 
appreciated business assets.’”? Of course, this would achieve tax de- 
ferral less attractive than that available through a foreign subsid- 
iary and would thus leave the established company at a disadvantage 
compared to a company which is just entering the field or has always 
had a foreign subsidiary. 

The FBC might have real appeal in the Western Hemisphere. The 
Latin American countries will almost certainly be on the ‘‘less de- 
veloped’’ list. Many subsidiaries are already domestically incorpo- 
rated to carry on business in this area in order to take advantage of 
the 38 per cent preferential tax rate which the United States grants 
to Western Hemisphere Trade Corporations.’ No harm would be 
done by also qualifying such a corporation as an FBC and deferring 
payment of the tax to the greatest possible extent. 

A similar appeal may exist in the mining, oil, and other extractive 
industries. Operations are widely carried on in countries which will 
undoubtedly be designated as less developed. Such enterprises char- 
acteristically are conducted through domestic corporations in order 
to take advantage of the favorable tax rate resulting from the deple- 
tion allowance and deduction for intangible drilling and development 
costs.1* Like Western Hemisphere Trade Corporations, these com- 
panies could qualify as FBC’s, defer the United States taxes they 
are now paying currently, and still claim the preferential treatment 
upon later distribution of the earnings. 


ConcLusIon 


The Boggs Bill in its present form will accomplish no useful pur- 
pose. The only two classes of taxpayers to whom it would clearly 


172 See, e.g., Committee Hearings, note 6 supra, at 284, 286 (Statement of Milton C. 
Lightner, Chairman, Singer Manufacturing Co.). A corporation already operating through 
directly-owned foreign subsidiaries faces the same problems when it wishes to interpose a 
**base’’ company between itself and its foreign operating companies. Id. at 354 (State- 
ment of Charles H. Kellstadt, President, Sears, Roebuck & Co.). The FBC might prove at- 
tractive in this situation also. 

173 I.R.C. §§ 921, 922 (1954). For a general discussion, see Crawford, Foreign Tax Plan- 
ning: Western Hemisphere Trade Corporation, Possessions Corporation in PROCEEDINGS 
or NEw YorK UNIVERSITY SEVENTEENTH ANNUAL INSTITUTE OF FEDERAL TAXATION 369 


(1959). 

174 T.R.C. §§ 263(c), 611-614 (1954); Proposed Reg. Sec. 1.612—-4, 25 Frp. Rea. 3761 
(1960). See BARLOW AND WENDER, op. cit. supra note 27, at 240-244; McClure, Foreign 
Operations of Extractive Industries in PRocEEDINGS OF New York UNIvErsITy E1cH- 
TEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 601 (1960). 
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give tax relief are Western Hemisphere Trade Corporations and 
enterprises in the extractive industries. Because these companies 
are granted preferential tax treatment under United States tax 
law, they already utilized domestic corporations for their operations 
abroad. Now they may merely add to the list of their preferences the 
right to defer the payment of the preferential rate. This could be 
classified as tax relief for those taxpayers least in need of it. One 
wonders whether Congress, if faced with a proposal expressly de- 
signed for these corporations, would choose to grant further relief. 

The major aim of the Bill, however, was to remove the fact of for- 
eign or domestic incorporation as an index of tax consequences. Un- 
fortunately, the Bill would manifestly not achieve this laudable goal. 
Incorporation of an FBC would not assure corporations all the ad- 
vantages they could procure by incorporating abroad. Instead of 
making tax consequences less dependent on legal formalities, and 
thus allowing business considerations alone to dictate legal struc- 
ture, the Bill would introduce still another range of tax possibilities 
—half way between the treatment accorded the domestic parent op- 
erating through branches and the one operating through a foreign 
subsidiary—all of which the tax planner would have to consider in 
determining the legal form of a foreign enterprise. To this important 
extent, the Bill would irrationalize and complicate the tax law, still 
on the basis of legal formality. 

The reason for this anomalous result is that conditions are at- 
tached to the FBC’s deferral privilege which do not apply in the case 
of the foreign subsidiary. The geographical limitation of the FBC 
to less developed countries and the labor standards requirement 
are only the most dramatic examples of this difference. The impres- 
sion is widespread that the FBC would achieve its stated purpose 
of rationalization if only these restrictive amendments were dis- 
carded.’ But important tax differentials would still remain—dif- 
ferences in effective rate, extent of deferral, type of business which 
could be conducted, and use of earnings in the United States. The 
cause of irrationality, therefore, lies deeper. 

It springs, basically, from the initial jurisdictional concept of the 
Boggs Bill. From its inception the FBC was seen as a United States 
taxpayer subject to plenary tax jurisdiction. There was no attempt 
to mirror the jurisdictional concept applied to the foreign subsidiary 
—to exempt the subsidiary altogether from tax on foreign earnings 
while taxing the United States shareholders upon distributions from 
a foreign corporation. Only such an approach would have eradicated 


175 See note 18 supra. 
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tax differentials between subsidiaries, regardless of where they are 
incorporated. 

The jurisdictional concept of the Boggs Bill was, however, no wit- 
less blunder. The Harvard Law School study proposing the FBC 
deferral concept expressly recommended imposition of tax on the 
FBC and not only on its stockholders.'** Mr. Wender, one of its 
authors, has explained this decision as one ‘‘to prevent tax avoid- 
ance.’’ Tax avoidance, he said, lay in the possibility that the domestic 
subsidiary would accumulate earnings tax-free and then liquidate 
into its parent in a transaction tax-free under section 332.17 But 
surely a simple amendment of the section could have remedied that. 
More basically, he observed that if FBC’s were exempted from taxa- 
tion on overseas income, they could give up their status ‘‘and invest 
those funds in the United States at which point they will have for- 
ever postponed the tax.’’ 1*8 In his mind, therefore, ‘‘tax avoidance’’ 
was involved when funds were withdrawn from investment in the 
conduct of an active business abroad. By proliferating the conditions 
under which deferral would be terminated, the House of Representa- 
tives overwhelmingly agreed.‘ 

This concern with tax avoidance has produced Congressional 
schizophrenia. For the very ‘‘avoidance’’ that is prohibited to the 
FBC is permissible to the foreign subsidiary. If public policy re- 
quires the tax deferral of a domestic subsidiary to be cut off if its 
capital is invested in the United States, should public policy be any 
less demanding simply because the subsidiary’s charter was filed in 
Bermuda? '* The very cause of rationalization for the effectuation 
of which the Boggs Bill was introduced, requires impartiality and 
the ignoring of such legal formalities of incorporation. The Bill has 
put a big stop sign on one tax-deferral avenue but left a parallel 
street unmarked. As the Bill’s supporters so aptly pointed out in op- 
posing the Administration’s proposal to limit the FBC’s activities 
to underdeveloped countries,’ the only result will be to make the 
FBC a dead letter and turn investors back to foreign incorporation. 


176 BARLOW AND WENDER, Op. cit. supra note 27, at 315 et seq. 

177 Subcommittee Hearings, note 6 supra, at 222 

178 Ibid. ‘‘ Forever’’ means literally, of course, only until liquidation; the stockholders 
would presumably pay a tax at that time. 

179 H.R. Rep. No. 1282, note 61 supra, at 1-2: ‘‘ However, by ending the deferral of U.S. 
tax at the time the funds are brought back for use in the domestic market or for distribution 
to stockholders, your committee’s bill provides assurance that a tax at least equal to the full 
U. 8. tax will be paid before the funds enter the domestic market.’’ 

180 The end of the deferral privilege for foreign subsidiaries as to income from the indus- 
trialized countries is urged in Gardner, Strategy for the Dollar, 38 Fornign Arrairs 433, 
440 (1960). 

181 Committee Hearings, note 6 supra, at 137, 144. 
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The situation can be rationalized either by leaving the FBC as free 
to defer income as is the foreign subsidiary, or by imposing on for- 
eign subsidiaries conditions like those imposed on the FBC. The ob- 
jection raised would be that Congress has no plenary jurisdiction 
over the foreign corporation and could not impose conditions. But 
Congress could provide alternative rules for determining the source 
of income.’* This alone could cover the important export problem."®* 
And beyond that, there is the example of the foreign personal hold- 
ing company.’ There Congress has imposed conditions on the for- 
eign entity simply by specifying the tax consequences to its United 
States shareholders. This has proved both constitutional 1** and rea- 
sonably workable. 

The Boggs Bill stands as an intimation that changes in the United 
States’ world position may be forcing a fundamental change in our 
thinking about the deferral of United States tax on foreign income. 
Only the Harvard scholars have even hinted that the change should 
come,’** and many will disagree with their view that tax deferral 
should be more limited than it is now. But whatever the policy on 
deferral, it should be applicable to all types of subsidiaries, both do- 


182 The general source rules currently in force appear in sections 861 through 864 (1954). 
Congress has the most sweeping power to tax. See, e.g., Cook v. Tait, 265 U.S. 47, 55-56 
(1924) Its discretion in application seems unlimited, except in so far as due process or 
equal protection requirements might invalidate wholly arbitrary or unreasonable provisions. 
See, e.g., Burnet v. Brooks, 288 U.S. 378, 400 (1933) ; Barclay & Co. v. Edwards, 267 U.S. 
442 (1924) ; National Paper & Type Company v. Bowers, 266 U.S. 373, 375-376 (1924). 

183 Import questions might be more difficult. United States bilateral tax treaties charac- 
teristically provide that no United States tax shall be levied on enterprises of the foreign 
country if they maintain no ‘‘ permanent establishment’’ here. See note 34 supra. In some 
cases, this exemption applies to a corporation if its business is ‘‘managed and controlled’’ 
in the foreign country. See, e.g., Reiff, An Unfortunate Interpretation of the United States- 
United Kingdom Income Tax Convention, 11 THE TAX EXECUTIVE 394 (1959). This is gen- 
erally decided according to where the corporation’s board of directors meets. See Wender, 
supra note 125, at 2173. In other cases, the corporation is considered a national of the other 
contracting country for this purpose only if it also carries on a business in that country, 
that is, if its entire business is not carried on in a third country. See, e.g., T.D. 5206, 1943 
Cum. Buty. 526, 535. In any case, the stock ownership of the corporations is irrelevant. 
These exemptions would not be subject to change, at least without further negotiation with 
the governments involved. 

184 See discussion p. 85 supra. 

185 See Eder v. Comm’r, 138 F.2d 27 (2d Cir. 1943). 

186 See BARLOW AND WENDER, Op. cit. supra note 27, at 319: ‘‘ Finally, passage of a law 
permitting the use of United States Foreign Business Corporations would permit the gov- 
ernment to adopt a firmer policy toward companies’ misuse of foreign holding companies. 
Some of these companies loan money to the parent in such a way that the parent obtains the 
use of accumulated earnings of the foreign subsidiaries without payment of United States 
tax. Since companies would be permitted to perform all necessary functions through United 
States Foreign Business Corporations, the misuse of foreign holding companies could be 
discouraged....?’ 
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mestic and foreign. Otherwise we will have merely added one more 
complexity to an already over-complicated field of the law. 

The Boggs Bill has sounded an ironic note. The ‘‘relief’’ measure 
gives little enough relief, and most of that to those already favored. 
As a rationalization measure the Bill is positively harmful. Perhaps 
the most significant effect it has had is to stimulate some embryonic 
new thinking about our taxation of foreign income—thinking which 
moves in the opposite direction from the liberalization which Repre- 
sentative Boggs intended. 














Tax Treatment of Securities 
Compensation: Problems of Underwriters 
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Ps their role in the distribution of securities, underwriters ' fre- 
quently are compensated with security interests of the issuer rather 
than, or in addition to, cash.? The underwriter may be given the op- 


ARTHUR FLEISCHER, JR. (B.A., LL.B., Yale University) is a member of the New York 
Bar and is associated with the firm of Strasser, Spiegelberg, Fried & Frank, New York City. 
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and is associated with the firm of Hays, Sklar & Herzberg, New York City. 

1 The anatomy and development of the underwriting or investment banking industry in 
this country is outlined in United States v. Morgan, 118 F.Supp. 621 (S.D.N.Y. 1953). See 
also Loss, SECURITIES REGULATION 106-120 (Supp. 1955). Unless otherwise indicated, ref- 
erence in this article to underwriting transactions includes all three recognized types of 
underwritings: (1) strict or ‘‘stand-by’’ underwriting, in which the underwriter agrees to 
purchase all offered securities not purchased by the public; (2) firm commitment under- 
writing, the most common type, where the underwriter purchases from the issuer and resells 
to the public; and (3) best efforts underwriting, in which the underwriter distributes the 
securities as the issuer’s agent. An underwriter as used herein is a person performing any 
of the above functions, Cf. Federal Securities Act of 1933, § 2(1), as amended, 15 U.S.C. 
77b(11) (1958). 

2 An analysis of public offerings of securities of a particular industry, the closed-end in- 
vestment company industry, reveals that underwriters were compensated with free options 
in 58 out of 204 public offerings from 1927 to 1935, inclusive. In five cases the underwriters 
were compensated with other securities, also at no cost. The study does not reveal instances 
in which underwriters received as compensation securities at reduced prices. Although some 
of this compensation may have been for services other than those incident to a public distri- 
bution, the period covered was one during which high tax rates were not as significant a con- 
sideration in the formulation of compensation agreements as they are today. II SEC, Re- 
PORT ON INVESTMENT TRUSTS AND INVESTMENT COMPANIES, pt. 2, at 24-25, 82 (1938). The 
frequency of compensation of underwriters by means of security interests has resulted in 
the publication of a form agreement. 3 FLETCHER, CORPORATION FoRMS ANNOTATED § 2667 
(Lassers ed. 1958). For interesting non-tax problems created by this method of compensa- 
tion see Note, Compensation for Services Rendered in Financing a Corporation: Payment 
by the Issue of Stock, 55 Harv. L. Rev. 1365 (1942); Lattin, Corporations 398-399 
(1959). 

Compensation by means of security interests constitutes ‘‘an important and frequent cost 
in the distribution of smaller more speculative securities. ...’’ SEC, Cost oF FLOTATION OF 
CorPORATE SECURITIES, 1951-1955, at 3 (1957). The National Association of Securities Ad- 
ministrators has looked with disfavor on this trend. 29 PRocEEDINGS NASA 84-90 (1946) ; 
38 ProceEpINGs NASA 113-15 (1955). See also note 134 infra. A random sampling of 25 
prospectuses and ten offering circulars issued between December, 1958 and May, 1960, both 
inclusive, reveals that in 11 of the full registrations and in five of the Regulation A offer- 
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portunity to purchase the securities at market,’ at a discount,* or re- 
ceive them for no consideration other than his services.® These secu- 
ties, whether stock, warrants,’ or debentures, do not necessarily take 
the same form as those offered to the public.’ Even if of the same 
class, restrictions not shared by the investing public * may be im- 
posed by the issuer or a third party upon the underwriter’s interests. 


ings underwriters were compensated in part with security interests. This type of compensa- 
tion occurred in only three of 15 issues offered to the public where the total offering price 
per issue exceeded $750,000. The smaller issues thus involved security compensation in 13 
of 20 instances. See Business WEEK 147 (Sept. 27, 1960), illustrating the current practice 
of issuing warrants to the ‘‘small’’ underwriter specializing in the flotation of speculative 
stock. 

Certain intangible benefits may also accrue to an underwriter as the result of an under- 
writing. These include the enhanced possibility of brokerage commissions in subsequent 
trading of the issued security, enhanced prestige, the placing of a director on the issuer’s 
board of directors, and the possibility of future transactions with the issuer. The latter pos- 
sibility is often anticipated by a provision in the underwriting agreement according the un- 
derwriter the right of first refusal on subsequent offerings of the issuer during a stated 
period. The sampling referred to in the preceding paragraph indicates the presence of such 
preferential rights to future financing in 13 instances, all but two of which also involved 
security compensation. The placing of a director on the issuer’s board was an incident of 
19 offerings, of which 11 also featured security compensation. Cf. Wheat and Blackstone, 
Guideposts for a First Public Offering, 14 Business Law. 539, 564 (1960). See, generally, 
II SEC, op. cit. supra, at 24; Halleran and Calderwood, Effect of Federal Regulation on 
Distribution of and Trading in Securities, 28 GEo. WasH. L. REv. 86, 101 (1959) ; BocEn, 
FINANCIAL HANDBOOK 26-27 (3d ed. 1957). 

8 The sampling referred to in note 2 supra indicates only one situation in which a special 
source was reserved to the underwriter from which he could purchase at the market price. 
Of course, in the absence of a contractual limitation and within the limits of the SEC anti- 
manipulation Rules X-10B-6 through X-10B-8, 17 C.F.R. §§ 240.10b-6 through 250.10b-8 
(Supp. 1960), an underwriter may purchase in the open market. In five situations the un- 
derwriter was given free or at nominal cost warrants to purchase at the issuance price se- 
curities identical to the distributed security. The warrants were of considerable duration; 
the call feature presumably made them more valuable than a simple right to purchase at 
market at the time of the distribution. In two cases the underwriter’s warrants entitled him, 
over a period of time, to purchase the distributed security at a price greater than the public 
offering price. In one case the underwriter received common stock for 50 cents a share; 
the stock was distributed publicly only in units of 50 shares coupled with $500 face amount 
of bonds. The units sold for $500 each; the prospectus did not place a specific value on the 
stock. 

4 In seven offerings covered by the sampling mentioned in note 2 supra, the underwriters 
purchased securities at clearly reduced prices. 

5 This occurred in two of the offerings covered in the sampling in note 2 supra; in both 
cases the underwriter received warrants. 

6 The term ‘‘warrants’’ as used in this article includes options. Cf. Federal Securities 
Act of 1933, § 2(1), as amended, 15 U.S.C. § 77b(1) (1958). 

7 The sampling referred to in note 2 supra, indicates ten offerings in which the security 
compensation took a form other than the securities offered to the public. In all but one of 
these the compensation included warrants. 

8 Restrictions on transfer were found in eight offerings examined in the sampling referred 
to in note 2 supra. In four of these the restrictions consisted of investment covenants. See 
discussion pp. 131-132 infra. The other four all limited transfer for a period of time. Three 
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The purposes for issuing securities to the underwriter are varied. 
To the company, the use of securities reduces the cash outlay. Fur- 
ther, where the underwriter has a proprietary interest in the com- 
pany, it is an added inducement for him to maintain an active market 
in the security when the issuer ‘‘ goes public.’’ From the point of view 
of the underwriter, a security participation perhaps displays to the 
underwriter’s customers his confidence in the issuer. More impor- 
tantly, the security represents a possible opportunity to convert com- 
pensation income into capital gain. And ownership of securities is 
made even more attractive by the fact that the underwriter usually 
has a director on the board of the issuer and, therefore, has more 
control over the direction of his investment.® 

Security interests received by underwriters can be divided into 
five classes: (1) non-restricted stock; (2) restricted stock; (3) non- 
restricted warrants to purchase non-restricted stock; (4) restricted 
warrants to purchase non-restricted stock, and (5) restricted war- 
rants to purchase restricted stock.’° A sixth possibility, non-re- 
stricted warrants to purchase restricted stock, is not sufficiently 
probable to consider in this discussion." For purposes of this article, 
a restricted security will refer generally to a security subject to some 
type of restriction on alienation; a non-restricted security connotes 
full transferability. 


1. Non-Restrictep Stock 


The receipt by the underwriter of non-restricted stock of the issuer 
as compensation for services should result in taxable income to the 
underwriter.’? The Regulations provide that if property is trans- 


of these, Regulation A offerings, limited transfer for 13 months; in two of the three this was 
necessary to preserve the Regulation A exemption, which is limited to offerings not exceed- 
ing $300,000. 15 U.S.C. § 77¢(b), 17 C.F.R. § 230.254 (Supp. 1960) ; In the Matter of May, 
SEC Securities Act Release No. 4061 (1948) ; note 53 infra. The remaining restriction was 
a six-month prohibition on transfer incident to a full registration. See discussion pp. 131- 
135 infra. 

9 See note 2 supra. 

10 Debenture compensation is rare, usually being found solely in stand-by underwritings 
of debenture purchase rights. See Loss, SECURITIES REGULATION 107-108 (Supp. 1955). 
Such offerings constituted two of those surveyed in the sample referred to in note 2 supra. 
For present purposes, debentures may be classified as stock. 

11 There would be little point in restricting stock without imposing a similar restriction 
on the warrants. 

12 F, G. Ine. v. Comm’r, 47 F.2d 541 (7th Cir. 1931) (for underwriting services) ; Rev. 
Rul. 73, 1955-1 Cum. Bu... 236 (receipt of coupons on tax-exempt bonds as commissions) ; 
La Motte T. Cohu, 8 T.C. 796 (1946) (promotion) ; Phillip W. McAbee, 5 T.C. 1130 (1945) 
(for services rendered incident to a reorganization) ; Frank Champion, 19 TCM 260 (1960) 
(organizing company) ; Floyd v. Haney, 15 TCM 1389 (1956) (for sale of issuer’s stock) ; 
Harry A. Gerrish, 10 TCM 778 (1951) (arranging sale) ; Edmond B. Bronson, 7 TCM 415 
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ferred by an employer to an employee for less than its fair market 
value, the difference between the amount paid for the property and 
the amount of its fair market value at the time of transfer is compen- 
sation.’* Although under local law an underwriter may ordinarily be 
considered an independent contractor, the scope of the term ‘‘em- 
ployee’’ as used in the Regulations undoubtedly comprehends an un- 
derwriter.* Moreover, the case law contains numerous examples of 
taxing non-employees on bargain purchases." In the case of under- 
writers, however, there is a surprising dearth of case law.'* This 
could indicate that underwriters are reporting all bargain purchases 
as compensation income. More likely, however, the Commissioner 
has simply not challenged those instances in which underwriters 
have failed to treat the purchases as income-producing transactions. 


A. OccURRENCE OF A BARGAIN PURCHASE 


In order for an underwriter to be taxed upon the receipt of stock, 
a compensatory bargain purchase must exist.’’ In any putative bar- 


(1948) (fee for securing underwriting). See Schwenk, Disguised Compensation and Divi- 
dends As Taxable Income, 60 Harv. L. Rev. 44 (1946) ; Rosenfeld, Tax Problems in Obtain- 
ing Permits to Issue Stock in California, 10 So. Cauir. TAx Inst. 281 (1958). Employees 
have been consistently taxed on the receipt of stock for services. See, e.g., Otto C. Schultz, 
17 T.C. 695 (1951) ; Anthony Schneider, 3 B.T.A. 920 (1926) ; William J. Conlen, 1 B.T.A. 
472 (1925); Bastedo, Taxing Employees on Stock ‘‘ Purchases,’’ 41 Cotum. L, REv. 239 
(1941). Compare Consolidated Premium Iron Ores, Ltd., 28 T.C. 127 (1957), aff’d, 265 
F.2d 320 (6th Cir. 1959) (individual taxpayers acting as agent of companies not personally 
liable for income arising from bargain purchase of stock). 

13 Reg. Sec. 1.61-2(d) (2) (1957). Although Reg. See. 1.421-6 (1959) has been amended 
by T.D. 6481, 1960 lnt. Rev. BuLu. No. 32, at 34, to limit the definition of ‘‘employee’’ 
(see notes 121 and 122 infra), there is no indication that this limitation applies to the em- 
ployer-employee relationship as contemplated by Reg. Sec. 1.61-2(d) (2) (1957). 

14 Compare Reg. Sec. 1.421-6(b) (2) (1959), amended, T.D, 6481, 1960 INT. Rev. BULL. 
No. 32, at 34; see also note 122 infra. See Stuart L. Baltimore, 17 TCM 388, 390 (1958) 
(where taxpayer given stock to join corporation, value of stock is income, regardless of 
whether employer-employee relationship between parties) ; Comm’r y. Minzer, 279 F.2d 
338 (1960) (commissions are income regardless of relationship between parties). 

15 See cases cited note 14 supra. See also J. K. McAlpine Land & Development Co., 43 
B.T.A. 520 (1941); Walter M. Priddy, 43 B.T.A. 18 (1940). 

16 See F. G. Inc. v. Comm’r, supra note 12; Eaton v. White, 70 F.2d 449 (5th Cir. 1934) ; 
Rose v. Trust Co., 28 F.2d 767 (5th Cir. 1928). The amount of income recognized by the 
underwriter, if there is a bargain purchase, will be added to the basis of the stock pur- 
chased, See Phil Kalech, 23 T.C. 672, 679 (1955) ; ef. Reg. Sec. 1.421-6(d) (1) (1959). If 
the taxpayer failed to report the bargain purchase income and the statute of limitations 
has run, he will not be entitled subsequently to an increased basis without adjusting the 
prior year, provided, of course, that the Commissioner notices the inconsistent treatment 
and acts accordingly within the period of limitation applicable to the second transaction. 
LR.C. §§ 1311 through 1314, particularly § 1312(6) (1954). The holding period of the 
stock will commence with the date of receipt. I.R.C. § 1223 (1954) ; Sommers v. Comm’r, 
63 F.2d 551 (10th Cir. 1933). 

17 A bargain purchase in this article will refer to a purchase of property for less than 
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gain purchase situation, a fundamental issue is whether the under- 
writer has received a discount in exchange for services. 

For example, assume the price of stock to the underwriter is $2.50, 
and the price to the public is $3.00. In purchasing the stock scheduled 
for distribution, the underwriter will recognize no income until sale, 
since the lower price to him recognizes that he is a retailer buying 
from a wholesaler.'* However, if the underwriter were given the op- 
portunity to purchase additional shares at the wholesale price for 
his own investment account rather than for distribution, it is argu- 
able that he is in receipt of income in the amount of the spread be- 
tween cost and issuance price. In such case, the underwriter is being 
given an opportunity to purchase stock from the issuer at a lesser 
price than any other investor because of his employment relation- 
ship with the issuer. 

This situation may be analogized to a recent series of cases involv- 
ing the purchase by a broker for his own account of goods he nor- 
mally sells, the price being reduced by the amount of commissions or- 
dinarily due him. The Courts of Appeals have taxed the broker on 
the amount of the discount on the theory that it represents a commis- 
sion earned by the broker.’® The Tax Court, on the other hand, has 
treated the transaction as a purchase price reduction without rela- 
tion to any compensation arrangement.” 

An important question in the above-outlined situation, as in any 
underwriter bargain purchase transaction, is under what circum- 
stances an underwriter will be deemed to have purchased shares for 
investment rather than for distribution. It should be noted that an 
underwriter, as a dealer in securities, must, as a prerequisite to ob- 
taining capital gain treatment on the sale of any security, (1) iden- 
tify the security, within thirty days of its purchase, as held for in- 
vestment, and (2) after the expiration of the thirtieth day, not hold 
the security for sale to customers.”* Thus, the Internal Revenue 


its fair market value which results in income to the purchaser. The term includes the case 
where the underwriter receives property without paying for it. 

18 See Note, 50 Harv. L. Rev. 500, 504 (1937). 

19 Comm ’r y. Minzer, 279 F.2d 338 (5th Cir. 1960), reversing 31 T.C. 1130 (1959) (life 
insurance broker receives commissions on policy purchased on own life) ; Comm’r v. Daehler, 
60-2 U.S.T.C. J 9565 (5th Cir. 1960), reversing 31 T.C. 722 (1959) ; Ostheimer v. United 
States, 264 F.2d 789 (3d Cir. 1959); Rev. Rul. 55-273, 1955-1 Cum. BuLu. 221; G.C.M. 
10486, XI-1 Cum. BuLL. 14 (1932). 

20 See Tax Court cases cited note 19 supra; cf. Benjamin v. Hoey, 139 F.2d 945 (2d Cir. 
1944) (commissions paid by partner in brokerage firm on own transactions not income to 
him). See Lyon, Federal Income Taxation, 35 N.Y.U. L. Rev. 697, 705 (1960) ; Comment, 
58 Mica. L. REv. 292 (1959). 

21 I.R.C. § 1236 (1954). See Carl Marks & Co., 12 T.C. 1196 (1949) ; Dixon, Taxation of 
Securities Transactions, 7 TULANE Tax Inst. 556, 603 (1958). A dealer in securities is a 
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Code, in section 1236, requires identification by the underwriter of 
securities he desires to hold for investment in order to have them 
treated as capital assets. And this segregation should be the basis 
for identifying the bargain purchase shares. 

No problem arises where the parties themselves identify particu- 
lar shares as held for investment.” However, where the underwriter 
purchases stock for distribution and then transfers it to his invest- 
ment account, it may be argued that no gain should be recognized 
until sale of the stock, since the issuer sold the stock to the under- 
writer in his capacity as a distributor. But the underwriter’s conver- 
sion of stock from distribution to investment status should cause him 
to recognize ordinary income on the purchase of investment shares, 
as he has elected to receive part of his compensation in the form of 
bargain stock. Failure to treat the initial purchase as compensatory 
would result in the underwriter’s avoidance of ordinary income 
treatment on the distribution spread, since he would, under section 
1236, secure a capital gain on sale of the stock.” 

Kstablishing the fact that the purchased property was acquired at 
a bargain does not of itself result in income.** An underwriter, like 
any individual, may make a good bargain without being charged with 
income.” For an underwriter to be charged with income, some rela- 
tionship between the purchase of cheap stock and a subsequent un- 
derwriting must be shown.” In some cases it may be difficult to deter- 





person with an established place of business, regularly engaged in the purchase of stock or 
securities and their resale to customers. He is a merchant who buys securities and sells them 
to customers with a view to the gains and profits that may be derived therefrom. Reg. Secs. 
1.471-5 and 1.543-1(b) (5) (ii) (1958) ; Allison, When and How To Be a Dealer Rather 
Than an Investor in PROCEEDINGS OF NEw YORK UNIVERSITY SIXTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION 444 (1948). An underwriter, whose function is to merchandise securi- 
ties, would clearly be a dealer. See Claude Neon Electrical Products Corp., 35 B.T.A. 563 
(1937) ; Estate of Hall, 29 B.T.A. 1255 (1934), aff’d sub nom. Comm’r v. Charaway, 79 
F.2d 406 (3d Cir. 1935). 

22 The underwriting agreement will usually make such identification, and the prospectus 
or offering circular necessarily reveals the intended disposition of the stock. See Registra- 
tion Statement Under Federal Securities Act of 1934 (Form S—1), Instruction Item 2. 

28 The Commissioner may take the position that upon sale of the stock ordinary income 
is recognized to the extent of the distribution spread. Compare discussion pp. 139-141 infra. 

24 See Edward Eagan, 12 TCM 876 (1953) (sale of stock at a discount by realty cor- 
poration to taxpayers, prominent real estate brokers; no bargain purchase where basis of 
sale was desire of corporation to enlist financial interest of taxpayers because of unique 
position in real estate field). Cf. Wallace v. United States, 146 ¥.Supp. 444 (Ct.Cl. 1956). 

25 See Palmer v. Comm’r, 302 U.S. 63 (1937); Fred Pellar, 25 T.C. 299 (1955) (no in- 
come where construction cost of house exceeded purchase price) ; James Brown, 10 B.T.A. 
1036 (1928) (amount paid taxpayer to purchase stock a reduction of cost). Cf. Phinley 
Holding Co., 43 B.T.A. 215 (1940). 

26 The courts have not yet adequately defined the contents of this relationship. Compare 
F. G. Ine, v. Comm’r, 47 F.2d 541 (7th Cir. 1931), and Arthur A, Lynch, 29 T.C. 1174 

















1960] TREATMENT OF SECURITIES COMPENSATION 125 


mine whether a bargain purchase is conditioned upon the existence 
of a commitment or understanding to underwrite. 

This problem has developed in the following circumstances. The 
underwriter subscribes for stock in a newly-formed company A at a 
nominal amount. At this point the underwriter is the only stock- 
holder and the only assets of A are the underwriter’s stock subscrip- 
tion payment. A then purchases operating company B through a 
credit transaction. The underwriter subsequently has a public dis- 
tribution of the A stock at a per share value considerably in excess of 
his own purchase price, retaining for his own account the previously 
issued shares. The proceeds of the underwriting are used to retire 
the debt incurred in the purchase of B.”" 

In this situation, a bargain purchase may be recognized if the 
underwriter had an understanding or contract with B to make B a 
publicly-held company through the sale of A’s stock. In such a case 
the entire transaction should be telescoped and the underwriter be 
taxed on bargain purchase income in the A shares he retains. This 
same treatment would also result if the underwriter had an under- 
standing with the members of the underwriting syndicate to effect 
the underwriting upon the incorporation of A. In sucha situation the 
syndicate may be viewed as paying the underwriter by allowing him 
to buy bargain stock for promoting the deal.”* 

A factor which may indicate the existence of an understanding 
that the B stock will be publicly distributed through the sale of A 
shares may be the financial condition of A. Although A is very in- 
adequately capitalized, it buys B in a credit transaction. It would be 
unlikely in many situations for the B sellers to make a credit sale to 
such a company unless they contemplated that the necessary funds 
would be raised in a short time through a public distribution of 
stock.” 

A bargain purchase may also arise where the underwriter pur- 


(1958), with Rose v. Trust Co., 28 F.2d 767 (5th Cir. 1928), criticized in Gardner, Employee 
Stock Options, 50 Micu. L. Rev. 409, 413 n.14 (1948) ; and Eaton v. White, 70 F.2d 449 
(5th Cir. 1934). See also Cyrus Eaton, 37 B.T.A. 715 (1938). Compare Congress Square 
Hotel Co., 4 T.C. 775 (1945). 

27 This device resembles the form used to give promoters capital gain for services. The 
promoter will form a corporation and subscribe for stock at a nominal price. Shortly there- 
after outside interests will purchase the remaining stock of the corporation at a price per 
share substantially greater than that paid by the promoter, thus enhancing the value of his 
shares, 

28 See cases cited note 26 supra. 

29 Cf. Niederkrone v. Comm’r, 266 F.2d 233 (9th Cir. 1958) (use of ‘‘straw man’’ to 
effect stock purchase). Use of a third party to finance the credit purchase affects the above 
analysis only in that the understanding of that party, rather than the seller, as to the man- 
ner by which he is to be repaid becomes relevant. 
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chases stock prior to its public offering. At this time the underwriter 
may pay a price ostensibly equal to the fair market value of the stock, 
which may be less than the subsequent issue price. This disparity 
arises from the fact that where a public market is created, a corpora- 
tion can usually command a higher price for its stock than when 
closely held. In such a situation, a bargain purchase should result if 
at the time of purchase a best efforts or firm commitment underwrit- 
ing is contemplated. 


B. AMounNT OF THE BARGAIN PURCHASE 


The amount of income recognized on a bargain purchase is the 
spread between the cost and the fair market value of the stock re- 
ceived.** 

Tax cost of the shares purchased. The determination of the tax 
cost of the shares purchased by the underwriter raises several prob- 
lems. The underwriting agreement may recognize, in addition to the 
stock to be distributed to the public, a separate category of stock to 
be acquired by the underwriter for investment.*? Generally, the pur- 
chase price of this bargain stock is substantially less than that of the 
distribution stock.** It may be argued that the prices set in the agree- 


80 A sufficient relationship between the bargain purchase and the public distribution is 
perhaps clearest in a firm commitment arrangement. Here the issuer grants a discount to 
the underwriter on any investment stock because it contemplates the underwriter will pub- 
licly offer the distribution stock; in fact, the underwriter is usually contractually bound 
to do so. The services character of any discount in a firm commitment agreement is empha- 
sized by the common practice of the underwriter’s signing such an agreement only after 
being assured of his ability to distribute the stock. 

Where a best efforts transaction is involved, it may be argued that the discount is not 
given in exchange for services, as these services may never be rendered. But the fact that 
the underwriting may not occur is not decisive. The opportunity to buy cheap stock is 
given for the effort to effect an underwriting. Thus, even if the public distribution is not 
consummated, the underwriter may retain his stock and be charged with bargain purchase 
income if his purchase price for the stock is less than its fair market value. 

Where the underwriter purchases stock simultaneously with, or upon consummation of, 
an underwriting, any discount should be regarded as granted for services. This condition 
may arise where the issuer has the right to repurchase cheap stock from the underwriter at 
cost in the event that the underwriting is not executed. In such a case, purchase by the 
underwriter should be deemed to occur only upon completion of the underwriting. 

81 See notes 12 and 13 supra. 

32 As has been noted, distribution stock may result in a bargain purchase if transferred 
by the underwriter to an investment account. See discussion pp. 123-124 supra. 

38 The sampling referred to in note 2 supra indicates that in four cases where the under- 
writer received cheap stock of the same class as the distribution stock, the highest pur- 
chase price was 33-1/3 per cent of the public offering price. See THomMAS, FEDERAL SECU- 
RITIES AcT HANDBOOK 112 (A.L.I. 1959) ; Wheat and Blackstone, Guideposts for a First 
Public Offering, 14 Business Law. 539, 547-550 (1960). 
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ment should determine the cost of each category of stock for tax pur- 
poses, since they were negotiated by the underwriter and issuer. 

On the other hand, use of the prices set by the parties as the tax 
cost may be unrealistic. The same piece of property ordinarily 
should not command two different prices.** The allocation of cost by 
the parties is essentially arbitrary; since the parties’ primary con- 
cern is the total compensation to be paid to the underwriter, it makes 
no difference whether this compensation is represented by a spread 
in the bargain or the distribution stock.* Therefore, where a firm 
commitment underwriting is involved, the underwriter should be re- 
quired to allocate the total amount paid for the stock to all of the 
shares purchased, giving each share a uniform cost basis.** This 
will normally decrease the basis of the distribution shares and in- 
crease the basis of the bargain shares. The total amount of ordinary 
income recognized by the underwriter, however, will generally not be 
affected by the allocation,” unless, for some reason, ordinary income 
is not recognized on the purchase of the bargain shares held for in- 


84 Ernest Woodruff, 4 B.T.A. 842 (1926), nonacq., VII-1 Cum. Buti 41 (1928). 

85 Underwriters generally favor an appearance of a small spread in the distribution 
stock, on the theory that this reflects to the public the underwriter’s confidence in the stock. 
The underwriter’s compensation must be set forth in the prospectus or offering circular. 
15 U.S.C. §§ 77g, 77aa(17) (1958) ; Registration Statement Under Federal Securities Act 
of 1934 (Form 1-A), Schedule I, item 4(a) ; 1 CCH Fen. Src. L. Rep. § 7327 (1960). 

86 Arthur A. Lynch, 29 T.C. 1174, 1177 (1958) ; Cyrus S. Eaton, 37 B.T.A. 715 (1938) ; 
Ernest Woodruff, 4 B.T.A. 842 (1926). 

37 Thus, if the underwriter pays $5 a share for 4,000 shares of distribution stock and $2 a 
share for 2,000 shares of investment stock, his allocated cost basis for each share would 
be $4. However, this allocation of basis is only the first step. If the distribution price of 
the stock is $10, the spread ($10 — $4) of the investment stock should be taxable income. 
The decision in Cyrus Eaton, note 36 supra, is proper in allocating the basis of the stock 
purchased. However, if an underwriting was contemplated at the time of purchase, the pur- 
chaser should then have been taxed on any spread in the investment shares. See Arthur 
Lynch, supra note 36 (allocate basis to determine amount of taxable income). See Schwenk, 
Disguised Compensation and Dividends as Taxable Income, 60 Harv. L. REv. 44, 47 (1946). 
There is nothing in Zaton which suggests an underwriting was contemplated, although the 
taxpayer was given the opportunity to purchase stock because he purchased other stock of 
the issuer incident to an acquisition. The important point in Eaton is that the allocated 
cost basis of the acquired stock was approximately equal to the fair market value of the 
stock. Thus, after allocation no bargain purchase existed. 

In the above example, the underwriter, assuming the issuance price is $10, will recognize 
$24,000 ($10 — $4 x 4,000) of ordinary income on the sale of the distribution stock and 
be deemed to recognize bargain purchase income of $12,000 (2,000 x $10 — $4), or a total 
of $36,000. If basis were not allocated, the amount of income recognized would still be 
$36,000, computed as follows: $20,000 of distribution income (4,000 x $10 — $5) and 
$16,000 of bargain purchase income (2,000 x $10 — $2), or a totai of $36,000. This result 
does not depend on the fact that in the above example the fair market value of the bargain 
stock is equal to the issuance price of the distribution stock, as may be seen by altering the 
figures. 
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vestment. In that event, the allocation of a low basis to the bargain 
shares could result in the shifting of ordinary income to capital gain. 

Under certain circumstances, the allocation of price by the parties 
may be utilized as the tax cost. This might be an appropriate pro- 
cedure where only a portion of the underwriting syndicate receives 
bargain stock. In such case, the price of the distribution stock to the 
syndicate members may be viewed as realistic.** Thus, any bargain 
spread would be a true measure of the compensation intended a pur- 
chaser of bargain stock. 

Cost determination may be complicated where the underwriter re- 
ceives a different class of securities from that distributed to the pub- 
lic.*® Allocation is a proper solution if the bargain security can be 
valued.*° However, when valuation is impossible, as in the case of 
restricted stock, this difficulty suggests adoption of the parties’ allo- 
cation of price.** 

Fair market value of the purchased securities. Calculation of the 
other element of the spread, the fair market value of the stock re- 
ceived, requires ascertainment of the date on which the calculation is 


to be made. 
The appropriate date is the date on which the underwriter be- 
comes entitled to pay for and receive the stock.*? However, since such 


38 The parties’ allocation is also proper in a best efforts underwriting. There the under- 
writer purchases only the bargain stock and distributes the public stock as an agent. 

89 See note 7 supra. 

40 See Arthur A. Lynch, 29 T.C. 1174 (1958) (allocation between bonds and stock) ; 
Bancitaly Corp., 34 B.T.A. 494 (1936) (allocation between warrants and stock); G.C.M. 
7420, IX-1 Cum. Buu. 80 (1930) (allocation between bonds and warrants); Donnelly, 
Regulated Investment Companies: Stock Rights: Basis of Several Securities Purchased 
as Unit in PRocEEDINGS oF NEW YorRK UNIVERSITY EIGHTEENTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION 375, 390-391 (1960). 

41 Where an individual purchases two separate pieces of property for an unallocated con- 
sideration, he is allowed to recover his total cost prior to the recognition of any gain where 
any of the properties have no ascertainable fair market value on the date of purchase. See 
William T. Piper, 5 T.C. 1104 (1945) ; H. A. Green, 33 B.T.A. 824 (1935). This seems a 
proper procedure where gain on all of the properties will be the same in character. How- 
ever, as in the case of an underwriter, where gain will be in part ordinary income (the distri- 
bution shares) and in part capital (the investment shares), use of this method seems un- 
reasonable. Use of the non-allocation method would generally mean that the distribution 
shares, usually sold first, would take up the entire purchase price for all the shares; the 
basis of the investment shares would be zero, Furthermore, the amount of the bargain pur- 
chase could not be determined until the sale of the distribution shares. However, the 
amount of ordinary income, whether basis is allocated or not, would presumably be the 
same, See note 37 supra. Therefore, where the only effect of the non-allocation theory is to 
defer tax on the bargain shares, it is reasonable not to use this doctrine and utilize the 
parties’ allocation of cost, if there is one. 

42 See James 8, Ogsbury, 28 T.C. 93 (1957), aff’d, 258 F.2d 294 (2d Cir. 1958); Philip 
J. LoBue, 28 T.C. 1317 (1957), aff’d per curiam, 256 F.2d 735 (3d Cir. 1958), nonacq., 
1958-2 Cum. BuLL. 9; Pomeroy, Nonrestricted Stock Options and the New Regulations, 
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date is usually prior to the commencement of the public offering, de- 
termination of the fair market value as of that date is likely to be 
difficult.** Frequently there is no market for the stock, since prior to 
the public offering the issuer may be a closely-held corporation. In 
such a case, the Regulations for determining the value of stock in 
closely-held corporations might be deemed applicable.** However, 
the underwriter’s stock is of greater value than the stock in the ordi- 
nary close corporation, since the contemplated public distribution 
should be considered as increasing its present value.** Moreover, 
since the underwriter’s bargain consists of being able to purchase 
his investment stock for less than the public, the issuance price to the 
public should be considered. 

Determination of the value of the shares received should include 
not only the issuance price, but the price at which shares are traded 
in as well.** The isuance price is relevant where it is fixed by the un- 
derwriting agreement, because it is the price negotiated by the un- 
derwriter and the issuer as the fair market value.*? Also, the deter- 


38 Taxes 387 (1960). Some cases seem to indicate that the date of receipt of the stock is 
dispositive. See, e.g., Allen v. Comm’r, 107 F.2d 151 (4th Cir. 1939) ; Floyd M. Haney, 15 
TCM 1389 (1956); Charles F. Pearce, Jr., 6 B.T.A. 450 (1927); Anthony Schneider, 3 
B.T.A. 920 (1926); William J. Conlen, 1 B.T.A. 472 (1925). In many of these cases the 
transfer of stock was made without any cash outlay by the taxpayer. Furthermore, the 
courts did not distinguish between a time of payment and time of receipt. Contra, John J. 
Hessian, 1 TCM 1007 (1943) (duty to pay for bargain purchase stock, precluding con- 
structive receipt of income) ; cf. John Graf Co., 39 B.T.A. 379 (1939). 

43 The bargain purchase is frequently provided for in the underwriting agreement, which 
is usually signed shortly before the commencement of the public distribution. Halleran and 
Calderwood, Effect of Federal Regulation on Distribution of and Trading in Securities, 28 
Gro. Was. L. REv. 86, 97 (1959). In ‘‘all or none’’ underwritings the underwriter’s bar- 
gain purchase is usually conditioned on the success of the distribution. In such a case the 
appropriate valuation date is the successful conclusion of the public offering, since not until 
then does the underwriter become clearly entitled to pay for and receive the stock. 

44 See Rev. Rul. 59-60, 1959-1 Cum. BuLu. 237; Frost, Lees, and Link, Valuation of 
Stock of a Closely Held Company, 12 So. Cauir. Tax Inst. 429 (1960). 

45 Events which occur after a valuation date may be considered in the valuation if reason- 
ably anticipated on the critical date. See, e.g., Guggenheim v. Helvering, 117 F.2d 469, 473 
(2d Cir. 1941) ; Marion A. Burt Beck, 15 T.C. 642, 657 (1950), aff’d per curiam, 194 F.2d 
537 (2d Cir. 1952) ; James Couzens, 11 B.T.A. 1040, 1165 (1928) ; Eli J. Taylor, 9 B.T.A. 
442, 445 (1927). 

46 See Bronson v. Comm’r, 183 F.2d 529, 533 (2d Cir. 1950) ; Thomas D. Conroy, 17 TCM 
21 (1958). 

47 Fair market value ‘‘may be defined to be the value of the property in money as between 
one who wishes to purchase and one who wishes to sell; the price at which a seller willing 
to sell at a fair price, and a buyer willing to buy at a fair price, both having reasonable 
knowledge of the facts.’’ Phillips v. United States, 12 F.2d 598, 601 (W.D.Pa. 1926). See 
Gordon, What Is Fair Market Value?, 8 Tax L. Rev. 35 (1952). 

In best efforts or strict underwritings the underwriter is not truly a purchaser when the 
underwriting agreement is signed, as contrasted with firm commitment underwritings. How- 
ever, the underwriter may nevertheless be expected to bargain for as low a price as a pur- 
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mination of the issuance price usually occurs at the same time that 
the bargain purchase becomes binding.** However, the subsequent 
trading price should also be considered. Here there is a true market, 
the collective wisdom of which may modify the judgments made in 
the individual purchase and sale between the underwriter and the 
issuer.*® Moreover, often the underwriting agreement does not fix 
the issuance price.” In such a case, the issuance price is determined 
later than when the bargain purchase becomes binding, and is simi- 
lar to a true market trading price because the buyers at least consti- 
tute an open, unorganized market element.” 


chaser would. It is important to his reputation to set a price enabling the entire offering 
to be sold, and in an all-or-none agreement his compensation may depend on sale of the 
entire issue. Moreover, short of an all-or-none agreement, the underwriter’s compensation 
is usually geared to the quantity successfully distributed in best efforts underwritings, and 
in strict underwritings an unsuccessful offering means the underwriter will become a pur- 
chaser. The issuer is not the ideal example of a willing seller, since its resort to financing 
indicates a need for capital. However, it is free to bargain comparatively among compet- 
ing underwriters, although this practice has an adverse effect on many underwriters and 
therefore is not as widespread as it could be, except in the case of public utility holding 
companies and their subsidiaries, where competitive bidding is required. 17 C.F.R. § 250.50 
(1949). The issuer may not always be interested in the highest price it can get. In addi- 
tion to its need for cash, the issuer and its principal shareholders frequently prefer a market 
price that rises after the initial offering. This is more likely to be the case where the issu- 
ance price is conservatively set. 

48 At the time of the signing of the underwriting agreement. The agreements occasion- 
ally are separate but are, nevertheless, interdependent. Of course, where the underwriting 
is on an all-or-none (or part-or-none) basis, the bargain purchase is usually conditioned on 
the success of the offering and therefore does not become binding until such time. 

49 The market price may be somewhat artificial where stabilizing activities are con- 
ducted, pursuant to Rule X-10B-7 (17 C.F.R. § 240.10b-7 (Supp. 1960) ), following the 
public offering. 

50 See, e.g., Trenton Valley Distillers Co., 3 SEC 71, 74-75 (1938). 

51 Another factor which may have to be considered in determining the fair market value 
of the underwriter’s stock is the blockage effect. Briefly stated, the blockage theory calls 
attention to the depressing market effect which would result from an attempt to sell a 
large block of stock and the concomitant inability to dispose of such a block at the ordi- 
nary market price. Therefore, if the amount of stock taken by the underwriter constitutes 
a sufficiently large block, the fair market value of his stock must be reduced accordingly. 
Helvering v. Safe Deposit & Trust Co., 95 F.2d 806, 812 (4th Cir. 1938); F. J. Sensen- 
brenner, P-H B.T.A, MEM. DEc. { 35-453 (1935) ; Reg. Sec. 1.1053-1(d) (1956) ; Freeman 
and Vinciguerra, Blockage Valuation in Federal Tax Law, 94 U. Pa. L, REv. 365 (1946). 
The blockage factor is probably less important in the case of an underwriter than in the 
usual stockholder situation, since underwriters ordinarily are better able to dispose of 
their stock on the open market than other stockholders. See ANGELL, VALUATION PROBLEMS 
13 (P.L.I. 1957). 

The courts have frequently expressed the opinion that the determination of value is not 
a scientific art. One must note the facts and circumstances of each case. See, e.g., Thomas 
D. Conroy, 17 TCM 21 (1958) ; Edith Goldwasser, 47 B.T.A. 445 (1942), aff’d, 142 F.2d 
556 (2d Cir.), cert. denied, 323 U.S. 765 (1944). It is to be noted that the Commissioner’s 
determination of value is presumptively correct. J. K. McAlpine Land & Development Co. v. 
Comm’r, 126 F.2d 163 (9th Cir. 1942). The Regulations provide that if a price has been 
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2. Restrictep Stock 


Very often an underwriter may be issued compensatory stock sub- 
ject to certain restraints on alienation.™ The corporation may desire 
these restrictions to prevent a large block of its stock from being 
dumped on the market at one time, and to maintain the interest of the 
underwriter in preserving a market for the stock. The Securities and 
Exchange Commission also may require restrictions, as where the 
restrictions serve to exclude the underwriters’ shares from the total 
offering for purposes of computing the $300,000 exemption under 
Regulation A.* 

The effect of these restrictions on the taxability of the stock’s re- 
ceipt to the underwriter depends on their nature. Some restrictions 
will cause the stock to have no ascertainable fair market value and 
thus not be taxable to the underwriter. Others are considered to have 
no effect, or only reduce value. 

Where the underwriter gives the issuer an investment covenant in 
connection with the purchase of shares, the effect of this covenant is 
to reduce the fair market value of the stock.** An investment cove- 


stipulated for services, that amount will be presumed to be the fair market value of the 
property received in the absence of evidence to the contrary. Reg. Sec. 1.61-2(d) (1) (1957). 
This does not usually occur in the underwriting situation. 

52 See note 8 supra. 

58 The Regulation A exemption is limited by statute (15 U.S.C. § 77¢(b) (1958)), and 
rule (17 C.F.R. § 230.254 (Supp. 1960) ), to offerings whose aggregate offering price does 
not exceed $300,000. Rule 253, 17 C.F.R. § 230.253 (Suvp. 1960), provides: 

**(¢) In computing the amount of securities which may be offered hereunder, there shall 
be included, in addition to the securities specified in Rule 254— 

**(1) all securities issued prior to the filing of the notification, or proposed to be issued, 
for a consideration consisting in whole or in part of assets or services and held by the person 
to whom issued ; and 

*€(2) all securities issued to and held by or proposed to be issued, pursuant to options or 
otherwise, to any director, officer or promoter of the issuer, or to any underwriter, dealer or 
security salesman; 

Provided, that such securities need not be included to the extent that effective provision is 
made, by escrow arrangements or otherwise, to assure that none of such securities or any 
interest therein will be reoffered to the public within one year after the commencement of 
the offering hereunder and that any reoffering of such securities will be made in accordance 
with the applicable provisions of the Act.’’ 

In some cases the value of the underwriter’s bargain stock, when added to the value of 
the stock publicly offered, exceeds the $300,000 limitation. Thus, in order to avoid losing 
the exemption, it becomes necessary to restrict the underwriter’s stock in accordance with 
the above-quoted proviso in Rule 253. The method generally employed in this situation is 
a promise by the underwriter not to assign for at least a year; the promise is frequently 
coupled with an escrow arrangement. Utilization of the Regulation A exemption results 
in a saving of time and money compared to a full registration. See Note, Federal Control 
over Small Issues of Securities, 70 Harv. L. Rev. 1438 (1957). 

54 Thomas D, Conroy, 17 TCM 21, 24-25 (1958); Edith Goldwasser, 47 B.T.A. 445, 
456-457 (1942), aff’d, 142 F.2d 556 (2d Cir.), cert. denied, 323 U.S. 765 (1944). 
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nant is a representation by the purchaser that he will hold the shares 
for investment.” In such a situation, the courts are in agreement that 
the investment covenant does not make the value of the stock unas- 
certainable.®* The covenant is not regarded as preventing the sale of 
the stock, but merely making it necessary for the taxpayer to meet 
certain requirements preliminary to sale. As such, it tends to re- 
duce value, but it is only one factor to be considered in the evaluation 
of the stock received.™ 

An unconditional right to repurchase the granted security from 
the underwriter may limit the value of the secnrity to the price at 
which such right may be exercised.®® However, where the right de- 
pends on the occurrence of one or more events, the value of the se- 
curity may be reduced, but not entirely to the repurchase price.” 

Certain restrictions on alienation may cause the stock to be re- 
garded without fair market value and thus non-taxable to the under- 
writer on receipt. If there is an absolute restraint on alienation for a 
long enough period of time, the security may be deprived of any fair 
market value.* This result is usually achieved when the temporal re- 


55 Crowell-Collier Publishing Co., SEC Securities Act Release No. 3825 (1957) ; THomas, 
FeprraL Srcurities Act HanpBook 33 (1959); Dean, Twenty-Five Years of Federal 
Securities Regulation by the Securities and Exchange Commission, 59 Cotum. L. REv. 697, 
729-731 (1959). An occasional variation on the investment covenant provides that if the 
purchaser desires to distribute his stock, he will cause the shares to be registered with the 
Securities and Exchange Commission. 

56 See cases cited, note 54 supra. 

57 Ibid. 

58 Ibid. 

59 Helvering v. Salvage, 297 U.S. 106 (1936); Lomb v. Sugden, 82 F.2d 166 (2d Cir. 
1936) ; Phil Kalech, 23 T.C. 672 (1955) ; Helen S. Delone, 6 T.C. 1188 (1946). See Stern, 
Taz Consequences of Executive Stock Options, 6 ALI ProceEpines 155, 166 (1954). Where 
the repurchase option is not exercisable immediately, the value of the stock to the under- 
writer may be greater than the repurchase price, since the underwriter may receive 
dividends and secure other incidents of ownership over the stock. See Bergen, Restricted 
Stock Options for Executives of Closely Held Corporations in PROCEEDINGS OF NEW YorRK 
UNIVERSITY ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 145, 156 n.35 (1953). 
It is interesting to note that the Commissioner has taken the position that a repurchase right 
at book or cost has such an effect on value that no income is recognized by an individual 
on the receipt of such stock. See Reg. Sec. 1.421-6(c) (2) (1959) Example (4). 

60 Spitzer v. Comm’r, 153 F.2d 967 (8th Cir. 1946); Worcester County Trust Co. v. 
Comm’r, 134 F.2d 578, 581-582 (1st Cir. 1943) ; Kline v. Comm’r, 130 F.2d 742 (3d Cir. 
1942). 

61 See Helvering v. Tex-Penn Oil Co., 300 U.S. 481 (1936) (six-month limitation) ; 
McDonald v. Comm’r, 230 F.2d 534 (7th Cir. 1956) (oral agreement not to sell stock while 
employed) ; O’Malley v. Ames, 197 F.2d 256, 257 (8th Cir. 1952) ; Schuh Trading Co. v. 
Comm’r, 95 F.2d 404 (7th Cir. 1938) (six-month limitation) ; Propper v. Comm’r, 89 F.2d 
617 (2d Cir. 1937) (five-year limitation). But see Heiner v. Gwinner, 114 F.2d 723 (3d 
Cir. 1940), cert. denied, 311 U.S, 714 (1940) (restraint on sale for one year does not destroy 
value). Cf. Reg. Sec. 1.1001-1(a) (1957) (the fair market value of property is a question of 
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striction is coupled with the fact that the security is speculative.” 
Restrictions of short duration may have no effect at all, or may 
merely depress value.™ 

The theory stated by the courts for the complete destruction of 
fair market value by a temporal restriction is that there is no willing 
seller or buyer, a prerequisite to a finding of fair market value.** The 
difficulty with this ‘‘subjective’’ test is that it does not explain why 
the same should not be true for a short-term restriction. Accordingly, 
those cases in which a tax is allowed despite the restriction seem to 
take an ‘‘objective’’ approach; the courts attempt to determine what 
a hypothetical buyer would pay for the security if he could get it with 
the same restrictions it has in the seller’s hands.® Moreover, even 
though the security itself is not saleable at a particular date, a re- 
stricted security holder presumably could assign his future rights 
for a consideration, and thus acquire some economic benefit on re- 
ceipt of the stock. 

This latter argument, of course, is a direct attack on the theory 
that fair market value is the price at which property would be trans- 
ferred by a willing seller to a willing buyer. As such, it is not likely 
to be successful. The fair market value theory has much to recom- 


fact, but only in rare and extraordinary cases will property be considered to have no fair 
market value). 

62 Helvering v. Tex-Penn Oil Co., supra note 61; Schuh Trading Co. v. Comm’r, supra 
note 61; Society Brand Clothes, Inc., 18 T.C. 304, 315 (1952). It has been contended that 
a temporal restriction will cause a stock to have no value only when the stock is speculative 
in nature. See Heiner v. Gwinner, supra note 61, at 725. However, in recent cases where re- 
stricted stock was held without value, there was no indication that the stock was speculative. 
See, e.g., Harold Kuchman, 18 T.C. 154 (1952) ; Robert Lehman, 17 T.C. 652 (1951). Cf. 
Are Realty Co., 34 T.C. No. 48 (1960). The fact that a stock is speculative if not coupled 
with restrictions will not result in a finding of no value. Floyd v. Haney, 15 TCM 1389 
(1956). It should be noted that although some general patterns seem to exist, the courts 
generally will take the position that the effect of restrictions is a question of fact. See So- 
ciety Brand Clothes, supra, 317; Comm’r v. McCann, 146 F.2d 385, 386 (2d Cir. 1944). 

63 Heiner v. Gwinner, 114 F.2d 723 (3d Cir.), cert. denied, 311 U.S. 714 (1940) (one- 
year limitation does not have any effect on valuation) ; Bassick v. Comm’r, 85 F.2d 8 
(2d Cir.), cert. denied, 299 U.S. 592 (1936) (ten and one-half month-limitation has slightly 
depressing effect on valuation) ; Wallis Tractor Co., 3 B.T.A. 981, 1002-1004 (1926) (six- 
month and two-year limitations merely depress value) ; Maurice I. Shapiro, CCH B.T.A. 
Mem Dee. { 8340—D (1933) (six months). 

64 Q’Malley v. Ames, 197 F.2d 256, 257 (8th Cir. 1952) ; United States v. State Street 
Trust Co., 124 F.2d 948 (1st Cir. 1942) ; Harold Kuchman, 18 T.C. 154, 163 (1952). But 
see Comm’r v. McDonald, 248 F.2d 552 (7th Cir. 1957) (Tax Court directed to determine 
value of gain though stock not saleable and having no fair market value). 

65 Heiner v. Gwinner, supra note 63, at 725; Molloy, Restraints on Alienation and the 
Internal Revenue Code, 7 Tax L. Rev. 439, 443 (1952). 

66 See 4 CorBIN, ConTRACTS, §§ 874 and 877 (1951) ; RESTATEMENT, CONTRACTS, §§ 154 
and 166 (1932). 

67 Compare LaMotte T. Cohu, 8 T.C. 796 (1947), remanded, 49-2 U.S.T.C. J 9406 (9th 
Cir. 1949) (reject economic benefit test where receipt of shares subject to condition). 
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mend it from the standpoint of administrative convenience. Although 
a stock subject to restrictions may have a value, a realistic determin- 
ation of this figure is often impossible.® Thus, the courts have de- 
ferred taxation when restricted stock is received not only because 
there could be no willing buyers and sellers, but also because the 
value of any stock received was unascertainable.® Even if the stock 
results in some economic benefit on receipt, this value will not be 
taxed when it cannot readily be measured.” 

The Commissioner has also taken this approach. His proposed 
Regulations on non-restricted employee stock options would have 
deferred taxation where the property acquired was subject to re- 
strictions which ‘‘substantially’’ affected its value.” The final Reg- 
ulations have gone even further in the direction of avoiding difficult 
valuation problems by providing for tax deferral where the property 
acquired is subject to a restriction which has a ‘‘significant’’ effect 
on its value.”? 


68 Note the statement of the Tax Court that value in terms of marketability is of less sig- 
nificance in determining the value of property received as compensation than in other cases, 
such as gain from the sale of stock. Anthony P. Miller, Inc., 7 T.C. 729, 749 (1946), modi- 
fied on other grounds, 164 F.2d 268 (3d Cir. 1947), cert. denied, 333 U.S. 861 (1948). Com- 
pare the position of the Court of Appeals for the Seventh Circuit that the absence of fair 
market value may not preclude the receipt of taxable income. Comm’r v. MacDonald, supra 
note 64, In applying the criterion of ‘‘ actual yalue’’ as used in the issuance tax, 26 U.S.C. 
§ 4301 (1958), the Commissioner has taken the position that willing buyers and sellers are 
not essential to value determination. 26 C.F.R. § 43.4301-1(ii) (Supp. 1960). See W. T. 
Grant Co. v. Duggan, 94 F.2d 859 (2d Cir. 1938) ; Intereoast Trading Co. v. McLaughlin, 
18 F.Supp. 149 (N.D.Cal. 1936). Of course, where no actual market exists, as in the case of 
a close corporation, it is necessary to ‘‘hypothesize’’ one by using accounting principles. 
Apparently, however, the issuance tax is applicable even where stock has no ascertainable 
market value in the income tax sense. Practical considerations—the fact that it is the 
issuer who pays, the convenience of collecting the entire amount of the tax at the time of the 
issue, and the relative smallness of the tax—support this result. The willing seller and buyer 
test is applicable to estate and gift taxation, although considerations governing its appli- 
cation differ somewhat from the case of income taxation. Molloy, supra note 65, at 452-460. 

69 Helvering v. Tex-Penn Oil Co., 300 U.S. 481, 499 (1936); Schuh Trading Co. v. 
Comm ’r, 95 F.2d 404, 411-412 (7th Cir. 1938); Society Brand Clothes, supra note 62, at 
317; John C, Wahl, 19 T.C. 651, 658 (1953). 

70 Ibid. 

71 Proposed Reg. Sec. 1.421-6 (1956). 

72 Reg. Sec. 1.421-6(¢) (2) (i) (1959). Conditions precedent to the exercise of an option, 
such as continuing employment, have also deprived such securities of fair market value. See 
note 135 infra. There has been the suggestion in one case that the possibility of liability un- 
der section 16(b) of the Securities Exchange Act of 1934 would limit the fair market value 
of the security to its purchase price. McDonald v. Comm’r, 230 F.2d 534 (7th Cir. 1956). 
Securities Exchange Act of 1934, § 16(b), 15 U.S.C. § 78p(b) (1958), provides that any 
officer, director, or ten per cent stockholder of a listed corporation may be held accountable 
by the corporation for any profits resulting from his purchase and sale of any equity se- 
curity of the corporation within a six-month period. Such a limitation on value as suggested 
by McDonald would benefit those underwriters who are officers, directors, or ten per cent 
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A. Rewgasz or Restricrions 


Just as no income results to the underwriter on the receipt of cer- 
tain restricted stock, so the release of the restrictions has been 
deemed non-taxable. In the celebrated case of Robert Lehman, 
the taxpayer, a partner in an investment banking firm, received stock 
given to the partnership for underwriting services. The stock was 
subject to a prohibition on alienation for eleven months, and the 
parties agreed it had no ascertainable fair market value on receipt. 
The restrictions terminated at midnight, December 31, 1943. The tax- 
payer sold the stock for a substantial profit in 1944 and reported the 
entire gain as capital. 

The Commissioner argued that the difference between the cost and 
the fair market value of the stock at the date of the lifting of the re- 
strictions was ordinary income to the taxpayer. The Tax Court re- 
jected this contention and held that the termination of restrictions 
was not a taxable event.” The Court found the taxpayer properly re- 
ported his gain from the sale of the stock as capital. 

The Lehman decision seemed to create a wide avenue of tax avoid- 
ance for the underwriter.”* Compensatory stock subject to restric- 
tions would not be includible in income, since it had no fair market 
value on receipt.” Further, no income would be recognized on ter- 
mination of the restrictions, and gain from subsequent sale of the 
stock would be capital. Thus, the goal of converting ordinary income 
into capital gain had seemingly been achieved.” 

The present utilization of the above scheme is subject to serious 
question, and it would be a hardy tax adviser who would recommend 


shareholders of their issuer, since the reach of section 16(b) is long enough to cover their 
investment stock. See Arkansas Louisiana Gas Co. y. W. R. Stephens Investment Co., 141 
F.Supp. 841 (W.D.Ark. 1956) ; Blau v. Allen, 163 F.Supp. 702 (S.D.N.Y. 1958) ; Truncale 
v. Blumberg, 80 F.Supp. 387, 392 (S.D.N.Y. 1948) (dictum). However, section 16(b) ap- 
plies only to listed companies, And, although underwriters sometimes occupy a seat on the 
board of directors, they rarely own over ten per cent of the stock or are officers of the com- 
pany. Quaere in determining whether the underwriter is a ten per cent owner of any class of 
equity security, warrants issued solely to him or to a limited group constitute a separate 
class of security. See Rule X-16A-2, 17 C.F.R. § 240.16a-2 1949; SEC Securities Act Re- 
lease No. 101 (1935) ; SEC Securities Act Release No. 4509 (1950). 

7817 T.C. 652 (1951). 

74 The stock could not be sold for eleven months from the purchase date. Furthermore, if 
the majority stockholders sold their stock within the eleven-month period, they could include 
the taxpayer’s shares for a pro rata portion of the sales proceeds. See Note 62 YALE L.J. 
832, 837 (1953). 

75 Robert Lehman, 17 T.C. 652, 654 (1951). 

76 See Note, 62 YALE L.J. 832, 837-838 (1953). 
77 See note 61 supra. 

78 See note 75 supra. 
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the Lehman route to his client.” There is no policy justification for 
excluding from ordinary income taxation that element of bargain 
purchase given to an underwriter for his participating in an under- 
writing.*® Whether on purchase, termination of restrictions, or on 
sale, the compensation element should be recognized. 

Although initially aequiescing in the Lehman decision, the Treas- 
ury is now formally opposed to the principle of that case. The Reg- 
ulations indicate that where an employee makes a bargain purchase 
of restricted property, he will realize income at the time the restric- 
tions lapse or the property is sold or exchanged, whichever first 
occurs.** Recent withdrawal of the acquiesence in Lehman further 
clarifies the Treasury’s position.** 

Judicial support for this view is found in a dictum of the Court of 
Appeals for the Second Circuit in Commissioner v. Estate of Ogs- 
bury.®* The question at issue there was whether income from the ex- 
ercise of a stock option was realized at the time of exercise of the 
option or upon payment for the stock. The Court held the time of 
exercise was the recognition point, as the taxpayer had it within his 
power to pay for and obtain the shares at any time. The Court analo- 
gized the case to a situation where an employer removed restrictions 
from stock held by an employee; in such a case, said the Court, the 
economic benefit recognized by the employee would result in taxable 
income.* 


79 See, e.g., Lyon, Employee Stock Purchase Arrangements, 31 TAXES 1021, 1028 (1953) ; 
Rudick, Compensation of Executives Under the 1954 Code, 33 TAXES 7, 28 (1955). 

80 See Miller, Capital Gains Taxation of the Fruits of Personal Effort Before and Under 
the 1954 Code, 64 YALE L.J. 56-57 (1954). 

81 Regulations Section 1.61-2(d) (5) (1957) provides that if an employee receives prop- 
erty subject to restrictions, the rules of Regulations Section 1.421-6 (1959) govern. Reg- 
ulations Section 1.421-6(c) (2) (i) (1959) provides for taxation on release of restrictions. 
The fact that these Regulations are not applicable to underwriters (see notes 121 and 122 
infra) does not mean their principles may not be incorporated by Regulations Section 
1.61-2(d) (5) (1957), apparently themselves applicable to underwriters. See note 13 supra. 
See Reg. Sec. 1.721-1(b) (1) (1956) (implies a partner taxed on value of partnership in- 
terest received in exchange for services upon release of restrictions on interest). Compare 
Reg. Sees. 1.402(b)-1(a) (1) and 1.403(b)-1(a) (1956) (employee does not recognize in- 
come where forfeitable interest in unqualified trust or in an annuity contract purchased 
under an unqualified plan becomes non-forfeitable). 

82 Technical Information Release No, 248, Aug. 29, 1960, as reported in CCH { 6601 
(1960). 

83 258 F.2d 294 (2d Cir. 1958). 

84 Id. at 296-297. Presumably the Court did not intend to imply a distinction between re- 
strictions which are removed solely by the action of the employer and those which lapse pur- 
suant to the terms of their creation. Such a distinction would render the Court’s analogy 
inept, since no unilateral employer action was involved in the exercise of Ogsbury’s option. 
Cf. Perey K. Hexter, 8 B.T.A. 888 (1927) (implies income recognized when restrictions 
lifted on employee’s stock). Compare Thomas W. Blake, Jr., 20 T.C. 721 (1953) (removal 
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Conceptually there should be no difficulty in finding that a release 
of restrictions results in taxable income to the employee. The release 
is like the cancellation of an obligation which may produce taxable 
income where obtained in exchange for services rendered.® The 
release is a part of the bargained for consideration paid to the under- 
writer as compensation. The underwriter earns the stock; he also 
may earn the subsequent cancellation of the restrictions on the 
stock.** 

Analogous authority for treating a release of restrictions as a tax- 
able event is found in cases dealing with the escrow of stock or funds 
resulting from a sale of goods or compensation arrangement.* Here 
the taxpayer has been found in receipt of income upon release of the 
property from escrow.® This release and that of restrictions from 
underwriter stock are quite similar in economic effect, as they both 
mark the first time at which the taxpayer receives unfettered do- 
minion of the property.®® Similarly, in the blocked currency area, a 
taxpayer is taxed on blocked foreign currency in the year it becomes 
convertible into United States dollars.” 


of cloud on title does not create income) ; L. J. Miller, 47 B.T.A. 68 (1942) (release of lien 
not taxable income where taxpayer still obligated for purchase price). It would seem that 
Frances Clark, 28 B.T.A. 1225 (1933), aff’d, 77 F.2d 89 (3d Cir. 1935) is to the contrary. 
Here the taxpayer held shares subject to restrictions. In 1927 these shares were exchanged 
for others without restrictions in a tax-free recapitalization. The taxpayer argued that the 
release of restrictions was a taxable event (this year was now barred by the statute of limi- 
tations), thereby giving him a higher basis on the shares received. The Board of Tax Ap- 
peals rejected this contention; it indicated for a tax to arise the cancellation of the restric- 
tions must be in exchange for past or future services. No such exchange was found on the 
record. Ordinarily one should be able to find that the lapsing of restrictions on underwriter 
stock was a part of a compensation arrangement. 

85 See George K. Gann, 41 B.T.A. 388 (1940) (payments received by employee for can- 
cellation of employment contract) ; Rev. Rul. 520, 1955-2 Cum. Buu. 393 (same) ; Reg. 
Sec. 1.61-12(a) (1957) (cancellation of debt in exchange for services). 

86 See Miller, supra note 80, at 57. Where the restriction is not imposed by the issuer, 
the underwriter cannot be said to earn the release. 

87 See Note, 62 YALE L.J. 832, 841 (1953). 

88 Olson v. Comm’r, 67 F.2d 726 (7th Cir. 1933) (tax on receipt), cert. denied, 292 U.S. 
637 (1934) ; Fred C. Hall, 15 T.C. 195 (1950) (same), aff’d per curiam, 194 F.2d 538 (9th 
Cir. 1952) ; La Motte T, Cohu, 8 T.C. 796 (1947) (promoters taxed when stock released, con- 
ditions satisfied), remanded sub nom. Northrup v. Comm’r, 49-2 U.S.T.C. J 9406 (9th Cir. 
1949) ; Roscoe H. Aldrich, 3 B.T.A. 911 (1926) (employees taxed when stock released from 
escrow) ; Marion H. McArdle, 11 T.C. 961 (1948) (purchase price held in escrow). Cf. Isaac 
Ingram, 12 TCM 726 (1953) (taxpayer who received stock in a law suit taxed on fair market 
value at time of receipt). Compare H. L. Carnahan, 21 B.T.A. 893 (1930) (tax when shares 
put in escrow where taxpayer could secure them with minimum difficulty). 

89 Cf. Charles Pearce, Jr., 6 B.T.A. 450 (1927) (employee taxed when receives stock) ; 
Anthony Schneider, 3 B.T.A. 920 (1926) (same). 

90 See Mim. 6475, 1950-1 Cum. Butt. 50; Rev. Rul. 57-379, 1957-2 Cum. Buu. 299; see 
Raffel, Some Tax Aspects of Foreign Currencies, 14 Tax L. Rev. 389, 405 (1959). An in- 
teresting variation on the restrictions problem is seen in a series of cases involving the pur- 
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If the release of restrictions is deemed to be a taxable event, the 
question then arises as to the amount of the income recognized. An 
arguable position is to tax the underwriter on the spread between 
the cost and fair market value of the stock at the time restrictions are 
lifted." As noted, the underwriter’s bargained for compensation is 
the stock and the restrictions thereon, with provision for release.* 
Thus, a proper measure of compensation might be the fair market 
value of the stock when complete ownership, including the right of 
sale, is vested in the underwriter. This is the point at which, as in the 
case of escrowed stock, the issuer has fully compensated the under- 
writer for his services.®* 

However, use of this spread as the only measure of valuation 
would be inappropriate, In the escrow cases or other instances of de- 
ferred compensation, receipt of the property is usually contingent 
on a condition, typically, continued employment.” Thus, the prop- 
erty is not earned until the condition is satisfied, and the recipient 
may fairly be taxed on the fair market value of the property on re- 
ceipt.® On the other hand, the underwriter receives his stock at the 
completion of his services ; failure to tax him on receipt stems solely 
from inability to value the stock because of restrictions.® As the un- 
derwriter has fully performed his services upon completion of the 


chase and resale by an employee of stock subject to restrictions. The stock was transferable 
only at the option of the corporation, which had a right of first refusal. The question before 
the courts was whether the transaction was a real purchase and sale of stock or a means of 
paying the employee deferred compensation. See Patent Button v. Comm’r, 203 F.2d 479 
(2d Cir. 1953); National Clothing Co., 23 T.C. 944 (1955); Narts, Inc., 19 TCM 669 
(1960) ; see Grossman and Herzel, Employee Stock Options, 1958 U. Inu. L. Forum 45 
(1958). 

91 This was the position of the Proposed Regulations, See Proposed Reg. Sec. 1.421-6(b) 
(1956). See Rustigan, Stock Options in PROCEEDINGS OF NEW YorK UNIVERSITY FIFTEENTH 
ANNUAL INSTITUE ON FEDERAL TAXATION 1117, 1120 (1957). 

92 See discussion p. 136 supra. 

98 See note 88 supra; cf. Van Dusen v. Comm’r, 166 F.2d 647, 650 (9th Cir. 1948). 

94 In these cases the taxpayer may be credited with the stock at certain intervals upon the 
performance of certain obligations. See, e.g., Walter Priddy, 43 B.T.A. 18 (1940) ; Charles 
Pearce, Jr., 6 B.T.A. 450 (1927) ; Anthony Schneider, 3 B.T.A. 920 (1926). Where the right 
to receive the stock is unconditional, taxation takes immediate effect under the constructive 
receipt doctrine. See Reg. Sec. 1.451-2 (1957) ; Comment, 45 U. Inu. L. Rev. 77 (1950). See 
Rev. Rul. 60-31, 1960 Int. Rev. Buuu. No. 5, at 17; Note, 12 J. TaAxaTION 210 (1960). 

95 See cases cited note 94 supra. 

96 See discussion pp. 131-134 supra. Bargain stock received by an underwriter may also be 
placed in escrow for a limited period of time. Here failure to tax the underwriter rests on 
his non-receipt of the property, rather than valuation problems arising from restrictions. 
However, as in the case of restrictions, the ultimate receipt does not depend on any further 
performance of services by the underwriter. Therefore, appreciation subsequent to the com- 
pletion of the underwriting should be disregarded. 
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underwriting, no rational connection exists between subsequent ap- 
preciation in the stock and his intended compensation. 

A tax based entirely on the spread (without regard to any restric- 
tions) at the time of issuance seems equally unjustified. As the stock 
is subject to substantial restrictions, there is no assurance that this 
spread will ever be realized. Where this spread may never be subject 
to the underwriter’s dominion, it should not be the basis for taxing 
him.*? 

The proper approach is taken by the Regulations which impose a 
tax on the lesser of the spread between the cost and fair market value 
at (1) the time of purchase of the stock, assuming the stock is valued 
without restrictions, or at (2) the time the restrictions are lifted.” 
This approach finds case-law support in Choate v. Commissioner,” 
wherein the Court of Appeals for the Second Cireuit applied the 
same formula to the exercise of rights to acquire stock. The justifica- 
tion for such a position rests on the theory that the maximum amount 
of compensation intended is the spread on issuance of the stock. 
However, where that spread is more than the one existing when the 
restrictions are lifted, a more proper measure of income is the latter 
amount, as the taxpayer is in full control of his compensation only 
at this time.’ 

Even if the courts hold that the release of restrictions is not a tax- 
able event, this does not preclude the underwriter from recognizing 
ordinary income at some later date. The Commissioner may argue 
that the underwriter must report as ordinary income all, or some 
part, of the proceeds received on disposition of his stock. 

Support for such a position may be found in the ‘‘ open transaction 
theory,’’ involving corporate liquidation cases.’ In these cases, a 
stockholder receives in a corporate liquidation a contract right or 
other property. The Commissioner, in such a situation, has at- 


97 Compare Margaret L. Carpenter, 34 T.C. No. 41 (1960) (no tax to seller where pur- 
chaser withholds purchase price). 

98 Reg. Sec. 1.421-6(¢) (2) (1959). 

99 129 F.2d 684 (2d Cir. 1942). Cf. Gibson v. Comm’r, 133 F.2d 308 (2d 1943) (implies 
spread on receipt maximum amount of distribution). See Whiteside, Income Tax Conse- 
quences of Distributions of Stock Rights to Shareholders, 66 YaLE L.J. 1016, 1020-1021 
(1957). 

100 It has been suggested that the reason why the Regulations present two maximum in- 
come points—on receipt and on lifting of restrictions—is the uncertainty on the part of the 
Treasury as to when realization occurs. See Note, 12 J. TAXATION 297, 298 (1960). 

101 See Faris, Capital Gains and Losses Subsequent to Corporate Liquidations, 10 WasH. 
& Lez L, Rev. 179, 186-188 (1953) ; Sabel, Additional Capital Gain Opportunities—Open 
Transactions, 31 TaxEs 457 (1953) ; Comment, 7 UCLA L. Rev. 484 (1960). 
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tempted to close the transaction by valuing the property.’ Any 
amount received pursuant to the right or property in excess of this 
value may be subject to ordinary income treatment, since not re- 
ceived pursuant to a sale or exchange.’ However, if the value of the 
property is found to be unascertainable, the corporate liquidation 
will remain ‘‘open’’ until the full amount of the gain to be derived 
from the property is received.’ The collection of proceeds from the 
property will be regarded as received pursuant to the liquidation 
and be treated as a sale or exchange, a capital gain transaction.” 

In the restricted stock area, the Commissioner can argue that the 
compensation element of the bargain purchase of stock by the under- 
writer remains open until the sale of the security. On receipt the 
stock had no ascertainable fair market value and was not included in 
income.’ Nor was any income received on release of restrictions. 
Therefore, the compensatory nature of the stock is to be taxed on the 
first recognition event, its sale, at which point the transaction is 
ce closed. 99107 

The Commissioner apparently presented a form of the open trans- 
action argument in W. H. Weaver.’* There the issue before the 
Court was whether the taxpayer, who received compensatory stock, 
was chargeable with income on receipt of the stock on the lifting of 
certain restrictions or on its sale. Since the Court decided the income 
was to be recognized in the year the stock was issued, it never 
reached the alternative arguments. 

An early Board of Tax Appeals case appears to be direct author- 
ity for taxing the proceeds of sale received by the underwriter at or- 


102 See Rev. Rul. 58-402, 1958-2 Cum. Butt. 15. 

108 John Chamberlin, 32 T.C. 1098 (1959) (burden on taxpayer to show property has no 
ascertainable fair market value) ; Miller v. United States, 155 F.Supp. 767(W.D.Ky. 1957), 
aff’d per curiam, 262 F.2d 584 (6th Cir. 1958). 

104 Comm’r vy. Carter, 170 F.2d 911 (2d Cir. 1948) ; Westover v. Smith, 173 F.2d 90 (9th 
Cir. 1949). Compare Warren v. United States, 171 F.Supp. 846 (Ct.Cl. 1959), cert. denied, 
361 U.S. 916 (1959). 

105 Ibid. 

106 See discussion pp. 131-134 supra. 

107 The restricted stock situation may also properly be compared to those cases in which 
the taxpayer receives property of unascertainable value upon the sale of goods. Here he is 
allowed to recover his cost before any gain is recognized; the transaction is considered 
‘fopen’’ until receipt of the final consideration from the sale. See Burnet v. Logan, 283 U.S. 
404 (1931); 1 MerTens, FepErRAL INCOME TAXATION § 5.08 (1959). On the basis of these 
cases, the compensation feature of any restricted stock arrangement may be considered 
open until restrictions are released or the stock is sold, whichever is sooner, See Rosenfeld, 
Tax Problems in Obtaining Permits to Issue Stock in California, 10 So. Cauir. Tax. Inst. 
281, 302 (1958). 

108 25 T.C. 1067 (1956). 
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dinary income rates. In Adam H. Davidson, the taxpayer received 
20,000 shares of stock for promoting a deal for the issuer. The Court 
found the shares had no fair market value on receipt because they 
were subject to numerous restrictions, including a one year restraint 
on sale without the consent of the underwriter. Without elaboration 
of its reasons, the Board ruled the taxpayer received ordinary in- 
come on sale of the stock."° 

If the underwriter is not taxed upon the release of restrictions on 
stock received as compensation, it appears fair to tax at least a part 
of the proceeds of the disposition of his bargain stock at ordinary in- 
come rates. At this point, the underwriter has received a cash equiva- 
lent for his services.1* Probably the amount of income should be 
limited to the lesser of the bargain spread on date of purchase of the 
stock or the release of restrictions. As noted previously, the initial 
bargain spread is a sensible maximum, as it is unreasonable to assert 
all appreciation in the stock is compensatory to the underwriter.’ 
Furthermore, a lesser spread on release of restrictions should be 
used where applicable, since at this point the underwriter may first 
exercise complete rights of ownership over the stock. Even though 
the release is not deemed a taxable event, it does not seem improper 
to use this moment as a measure of the amount of compensation. Use 
of the spread at the time of sale as a maximum appears unjustified. 
This point has no relationship to the compensation element of the 
bargain purchase or to the underwriter’s achievement of dominion 
over the stock.” 


3. Non-RestricteD WARRANTS 


Underwriters often receive warrants of the issuer as partial com- 
pensation for their participation in the underwriting."* These war- 


109 34 B.T.A. 479 (1936), aff’d, 91 F.2d 516 (5th Cir. 1937). 

110 See also Minal Young, 6 B.T.A. 472 (1927) (if restricted property not taxed on re- 
ceipt, gain recognized when property sold or exchanged). Cf. Frank Champion, 19 TCM 260 
(1960). 

111 If the underwriter disposes of his stock by gift, the disposition would probably be an 
anticipatory assignment of income. In the case of a transfer at death, the underwriter’s 
right to receive income from the stock may be income in respect of a decedent and taxable 
under section 691 (1954). See generally, SURREY AND WARREN, FEDERAL INCOME TAXATION 
774-789 (1954) ; Windhorst, Income in Respect of a Decedent, 37 TAXES 1082 (1959). See 
also Robert C. Enos, 31 T.C. 100 (1958) ; Reg. Sec. 1.421-6(¢) (4) (1959). 

112 See discussion pp. 138-139 supra. 

118 Cf. Robert Lehman, 17 T.C. 652, 654 (1951) (no tax on release, as value at that time 
may be out of proportion to compensation involved in original acquisition of shares). 

114 This occurred in 11 of the offerings surveyed in note 2 supra; see II DEWING, Finan- 
CIAL PoLicy or CoRPORATIONS 1135-1139 (5th ed. 1953) ; Berle, Corporate Devices for Di- 
luting Stock Participations, 31 CoLum. L, Rev. 1239 (1931). 
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rants represent an ideal investment opportunity. For a proportion- 
ately small cash outlay, the underwriter obtains a high leverage posi- 
tion through possession of a call on the underlying stock which can 
rapidly appreciate if the stock does.'® 

Whether purchase of a warrant will result in income to the under- 
writer should depend on whether he purchases the warrant for less 
than its fair market value. The fair market value of a warrant is com- 
prised primarily of two elements: (1) an initial spread between the 
exercise price of the warrant and the fair market value of the stock, 
and (2) the ‘‘call’’ feature of the warrant—the right to purchase 
stock at a fixed price over a specified period of time.’** Thus, even 
though the exercise price is greater than the stock’s value on issu- 
ance, the warrant may still be valuable as a right to buy the stock 
over a stated period of time." 

An underwriter, compensated by freely transferable warrants, 
will probably recognize income in the amount of the difference be- 
tween their fair market value upon receipt and the price paid. This 
result is indicated by judicial decisions and is reinforced by a recent 
change in the Regulations dealing with non-restricted employee 
stock options."* 

Under the Regulations, an option holder is taxed at the time of the 
exercise of the option in the amount of the difference between the 
option price and the fair market value of the stock." The time of 
receipt of the option is significantly omitted. 

Prior to their amendment, these Regulations were undoubtedly 
applicable to underwriters, since an underwriter would have been 
considered an employee—any person who performs services for 
compensation.’*° However, in T.D. 6416, the Treasury amended the 


115 See generally, FRIED, THE SPECULATIVE MERITS OF ComMON STOCK WaRRANTS (1959). 

116 The value of a warrant is said to depend on (1) its terms, the option price, and dura- 
tion, (2) the current price of the underlying stock, (3) the number of warrants outstanding 
relative to the common stock issue, and (4) the presumed speculative possibilities of the 
related common stock, See GRAHAM AND Dopp, SEcuRITY ANALYSIS 570-571 (3d ed. 1951). 

117 See William T, Piper, 5 T.C, 1104, 1110 (1945); Granam AnD Dopp, op. cit. supra 
note 116, at 571. 

118 A ‘‘nonrestricted employee stock option’’ refers to an option which does not qualify 
for the special treatment granted employee stock options under section 421 (1954). 

119 Reg. Sec. 1.421-6(¢) (1959). See generally, Note, 12 J. TaxaTION 331 (1960) ; Pome- 
roy, Nonrestricted Stock Options and the New Regulations, 38 TaxEs 387 (1960) ; Osborn, 
Certain Tax Problems Involved with the Acquisition of Stock Purchase Warrants in Con- 
junction with Investments, 40 B.U. L. Rev. 400 (1960). 

120 Reg. Sec, 1.421-6(b)(2) (1959). A warrant would be an option, Id. at (b)(1). 
Quaere would a convertible security be an option. Compare Friedman and Silbert, Stock 
Option and Stock Purchase Plans in PRocexpines or NEw York UNIVERSITY EIGHTH AN- 
NUAL INSTITUTE ON FEDERAL TAXATION 433, 444 (1950). 
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Regulations by making the existence of an employer-employee rela- 
tionship dependent on the definition of these terms for income tax 
withholding purposes.’ Under this section, an underwriter is ex- 
cluded from the employee classification. Therefore, the imposition 
of tax at the time of receipt of the warrant is not barred by the Reg- 
ulations governing non-restricted employee stock options.'** Not- 
withstanding the exclusion, however, the Treasury may argue that 
the general principles of those Regulations are applicable to non-em- 
ployee options, such as underwriter warrants.'** The reasonableness 
of this position must therefore be examined. 

There is considerable authority for the position that an under- 
writer would be in receipt of income upon purchase of a warrant and 
not upon the subsequent exercise, if the purchase is for less than fair 
market value or no consideration.’** In Commissioner v. Smith,™ the 
Supreme Court indicated by way of dictum that the receipt of an 
option would be taxable to an employee where the option had a fair 
market value. The Court reiterated this position, again in a dictum, 
in Commissioner v. LoBue.'** 

Commissioner v. Stone’s Estate 1*" is the leading case holding that 
an individual receives taxable income where he receives assignable 
warrants for services. There the taxpayer, president of the issuer, 
purchased assignable warrants, exercisable at a price $1.25 per share 
greater than the market price of the stock on the date of issuance. 
The warrants were protected against dilution, and there was no re- 
quirement that the taxpayer be employed at the time of exercise. The 
Commissioner attempted to tax the exercise spread; the taxpayer 
argued the compensatory value at receipt was income. The Court 
held that the taxpayer received property of value and income in the 


121 See Reg. Sec. 1.421-6(b) (2) (1959), as amended, T.D. 6416, 1959 Int. Rev. Buu. No. 
44, at 10. 

122 An employer-employee relationship is deemed to exist ‘‘when the person for whom 
services are performed has the right to control and direct the individual who performs the 
services, not only as to the result to be accomplished, but also as to the details and means 
by which that result is accomplished. Reg. Sec. 31.3401(¢)—1(b) 1960. Those who follow an 
independent trade or business, such as lawyers and doctors, are not considered employees. 
Td. at (c) ; Rev. Rul. 246, 1957-1 Cum. Bu... 338. Because of the definition of ‘‘employee,’’ 
underwriters may not secure the benefits of a restricted stock option under section 421 
(1954), See Alexandre, Employee Stock Options and the 1950 Revenue Act, 6 Tax L. REv. 
165, 178-179 (1951). 

128 The Treasury is considering whether the rules of the Regulations concerning non-re- 
stricted stock options should be applied to situations not involving the employer-employee 
relationship as there defined. See T.D. 6481, 1960 INT. Rev. BuLL. No. 32, at 34. 

124 See Note, 64 YALE L.J. 269 (1954). 

125 324 U.S. 177, 181-182 (1945). 

126 351 U.S. 243, 249 (1956). 

127 210 F.2d 33 (3d Cir. 1954). 
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year of receipt of the warrants, and that subsequent appreciation 
was capital in nature. Later cases have indicated that this is the 
proper result in the case of transferable warrants without conditions 
on exercise at the time of receipt.'** 

Taxation of the underwriter on receipt of transferable warrants is 
a sound result. At this point the underwriter has received property, 
which he may sell for cash, in exchange for his services. The value 
of this property is the measure of compensation conferred by the 
issuer ; subsequent appreciation or depreciation should be regarded 
as without sufficient relation to the employment transaction. 

Taxation of the underwriter upon receipt of warrants is compli- 
cated by the difficulty of ascertaining the fair market value of the 
warrants. Frequently a public market for them is non-existent.’ 
Furthermore, evaluation of the call feature of the warrants may be 
difficult because of the speculative nature of the underlying stock and 
the lengthy exercise period of the warrants.’ This valuation prob- 
lem has frequently been reflected in judicial opinions.’** Moreover, 
it is undoubtedly one of the bases of the Commissioner’s position of 
deferring tax on options until their exercise.’ 

However, the difficulty of evaluating warrants is not a sufficient 
justification for postponing an otherwise appropriate tax on their 





128 McNamara v. Comm’r, 210 F.2d 505 (7th Cir. 1954) ; Comm’r v. Estate of Ogsbury, 
258 F.2d 294 (2d Cir. 1958) (dictum), affirming 28 T.C. 93 (1957) (dictum). In McNa- 
mara, the Court placed some emphasis on the fact that the parties intended the option to be 
compensation. However, intention should be a minor factor in determining when a party is 
taxed. Since receipt of a freely transferable option confers an economic benefit, the under- 
writer is properly taxed at this point. This seems especially true where the warrant is pro- 
tected against dilution, and a certificate is issued; the warrant then dons the customary 
trappings of more conventional securities, If intention is thought relevant, however, it can 
be said that the parties intended the warrants themselves to be compensatory where this is 
the natural consequence of the transaction. A possible position of the Commissioner may be 
to treat the value of the warrant as income when received; however, upon exercise, the 
holder will be further charged with income in the amount of the exercise spread. See Leake, 
Compensating Executives and the Latest in Stock Options, 32 TaxEs 488, 492-493 (1954). 

129 Specifically the warrants may be issued only to the underwriter. 

130 Warrant compensation occurs most frequently in connection with the underwriting of 
speculative issues ; in many instances, the underwriting is the first public distribution of the 
issuer’s securities, These factors, coupled with a brief earnings record of the issuer, make 
valuation difficult. Use of the valuation principles of puts and calls may be of limited aid. 
A call, like a warrant, is a right to buy a stock at a certain price. However, puts and calls 
are infrequently quoted on unlisted securities. Moreover, the duration of a put or call is 
usually from three months to a year. An underwriter warrant, on the other hand, may 
operate for two years or more. 

131 See, e.g., Van Dusen vy. Comm’r, 166 F.2d 647 (9th Cir. 1948) ; Robert C. Enos, 31 
T.C. 100 (1958) ; Dean Babbitt, 23 T.C. 850 (1955) ; cf. John C. Wahl, 19 T.C. 651 (1953) ; 
William T. Piper, 5 T.C. 1104 (1945). 

182 Rustigan, Stock Options in PROCEEDINGS OF NEw York UNIVERSITY FIFTEENTH AN- 
NUAL INSTITUTE ON FEDERAL TAXATION 1117, 1129-1130 (1957). 
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receipt. Upon receipt, the underwriter is compensated for his serv- 
ices. Not every valuation problem should result in a finding of no 
ascertainable fair market value. Where the difficulty in evaluation 
does not result from a significant limitation on the transferability of 
the security, or does not otherwise reflect a basic limitation on the 
property rights received, the receipt of the security should be ac- 
corded tax significance.*** 


4. Restrictep WaRrRaNt TO Buy Non-Restrictep Srock 


An underwriter may receive a restricted warrant to purchase 
non-restricted stock.*** Typical restrictions might be a prohibition 
against transfer of the warrant or limiting the right to exercise the 
same only if certain conditions are fulfilled.** In such a case, as with 
restricted stock, the underwriter may not be taxed upon receipt of 
the warrant, on the theory that the warrant has no fair market value 
at that point. 

It is not clear when, and in what amount, the underwriter receives 
compensation in this case. The Commissioner may argue that time of 
exercise and amount of spread thereat is the proper point and meas- 


183 At times the courts have seemingly indicated that an option only has a present value 
where the option price is less than the fair market value of the stock at issuance. See Dean 
Babbitt, 23 T.C. 850 (1955) ; John C. Wahl, 19 T.C. 651 (1953) ; Comm’r v. Smith, 324 U.S. 
177, 181, 195-196 (1945) ; Comment, 41 Minn. L. REv. 140 (1956). However, as previously 
pointed out, a warrant, even without a spread, has a value as a call on the underlying stock. 
See note 117 supra; Comm’r v. Stone’s Estate, supra note 127 (warrant has value though 
no spread on issuance). In those cases where the courts mentioned the lack of a spread, 
other factors existed which precluded a valuation, such as the application of the blockage 
rule or the requirement of continued employment. See Dean Babbitt, John C. Wahl, Comm’r 
v. Smith, all supra. It is further to be noted that the Supreme Court in the Smith case specifi- 
eally found that the warrants had no value on receipt. Smith v. Comm’r, supra, at 180. See 
Sabin, Note, 11 Tax L. Rev. 179, 187 (1955). The Tax Court has indicated its awareness 
of the value of the call feature of a warrant. See William T. Piper, 5 T.C. 1104 (1945). 

134 See, e.g., Comm’r v.Smith, 324 U.S. 177, 178-179 (1945) (exercise only if services per 
formed successfully) ; John C. Wahl, supra note 133 (exercise only if employed) ; Robert C. 
Enos, 31 T.C. 100 (1958). Restrictions on tranferability of the warrants may be required 
by the Securities and Exchange Commission. See discussion p. 131 supra. Furthermore, some 
states will not allow underwriters to receive compensatory warrants unless they are non- 
transferable for a specified period of time. 

135 See discussion pp. 120, 131 supra. See Comm’r v. Estate of Ogsbury, 258 F.2d 294, 296 
(2d Cir. 1958) (dictum). It is to be noted that in these cases the restrictions are generally 
(1) inalienability of the warrants and (2) conditions on exercise of the warrants, such as 
continued employment. As has been pointed out, lack of transferability may cause a finding 
of no fair market value for the warrants, Furthermore, even though a warrant is assignable, 
where its exercise is dependent on a subsequent event, a court is prone to find it without 
value, See, ¢.g., Robert Enos, 31 T.C. 100 (1958). Where the only restriction on the warrant 
is non-exercisibility for a limited period of time, the warrant’s value should be reduced, but 
not generally to zero. However, if the period is long enough, it is arguable that the warrant 
may be without ascertainable fair market value. 
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ure, rather than the moment of release of restrictions.’** This ap- 
proach represents an attempt at administrative simplicity ; it defers 
the income to a later date, allowing greater surveillance of the trans- 
action.'* It further obviates the necessity of valuing the option when 
the restrictions are released, if this occurs prior to the time of exer- 
cise. Furthermore, the existence of restrictions on the warrant may 
be regarded as evidence of the fact that exercise spread was the in- 
tended compensation.'* 

On the other hand, it may be argued that income should be recog- 
nized upon the release of the restrictions on the warrant. As in the 
restricted stock case, this is the moment at which the underwriter is 
first truly compensated for services by receiving property with a fair 
market value. Further, for reasons stated previously, the compen- 
sation should be limited to the lesser of the spread at the time of re- 
ceipt of the warrant or the release of restraints.**° 

Admittedly in several instances where employees have received 
restricted options, the courts have indicated that the time of exercise 
is the recognition point.’*° Also, the Supreme Court has seemingly 
given its approval to this practice.'* However, in these cases there is 


186 The traditional position of the Treasury has been to tax an employee upon exercise of 
an option. See Reg. Sec. 1.421-6(c) (1959) ; Comm’r v. LoBue, 351 U.S. 243, 249 (1956). 

187 See Note, 12 J. TAXATION 297 (1960). 

188 Cf, Connolly’s Estate v. Comm’r, 135 F.2d 64 (6th Cir. 1943). Another apparent rea- 
son for deferring income tax on options until their exercise is the fact that the option-holder 
gets a ‘‘ free ride’’ until that point. That is, before exercise, the optionee has not committed 
any of his capital; thus, it appears his appreciation is not capital in nature. Furthermore, 
the nature of the option creates a continuing relationship between the option holder and the 
corporation. The compensation nature of the transaction may thereby be regarded as not 
closed until exercise. See Lanning, Tax Erosion and the ‘‘ Bootstrap Sale’’ of a Business, 
108 U. Pa. L. Rev. 623, 630 n.20; Eckman, Arrangements for Deferring Compensation in 
PROCEEDINGS OF NEW YorK UNIVERSITY FOURTEENTH ANNUAL INSTITUTE ON FEDERAL Tax- 
ATION 1123, 1135 (1956). These observations, though possibly relevant where employees se- 
cure options, do not have the same validity in the typical underwriter warrant situation. In 
the first place, the underwriter often makes a capital investment in the warrants. More im- 
portantly, upon grant of the warrants, the underwriter does not have the same continuing 
relationship with the issuer as an employee generally does. The warrant is ordinarily exercis- 
able regardless of whether or not the relationship giving rise to the grant of the warrant 
continues to exist. Thus, it cannot be said the underwriter ‘‘earns’’ the spread on exercise. 
For that spread is unrelated to his activities. In the case of an employee option, there may 
be a local law requirement that the employee continue his employment after the option grant 
for the option to be valid. See, e.g., Frankel v. Donovan, 35 Del. Ch. 433, 120 A.2d 311 
(1956); Grossman and Herzl, Employee Stock Options, 1958 U. Inu. L. Forum 45, 71 
(1958). 

139 Spread herein refers to the difference between cost of the warrant and fair market 
value, without regard to restrictions. 

140 See cases cited, note 134 supra. 

141 Comm ’r vy, LoBue, 351 U.S, 243, 249 (1946). 
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no indication that the restrictions expired prior to exercise of the 
option. Thus, to tax the employee in such circumstances on exercise 
may be the equivalent of taxing on expiration of the restrictions. 
Therefore, these cases do not preclude taxing the underwriter on re- 
lease of restrictions, if that point is prior to the exercise date. Indeed, 
such a tax on release of restrictions was sanctioned in an early Board 
of Tax Appeals decision.'*” 

Furthermore, the employee option cases are distinguishable from 
the underwriter warrant situation to the extent that continued em- 
ployment by the option holder is a condition of exercising the option. 
In such a case it can be argued that the company compensates the em- 
ployee only when the option is exercised. Because of the condition of 
continuous employment, it is only upon exercise of the option and re- 
ceipt of the stock that the employee first obtains his compensation.*** 
Moreover, the employee contributes to the spread on exercise by his 
employment. On the other hand, an underwriter ordinarily completes 
his services for the issuer at the time he receives the warrants; exer- 
cise of the warrant is not dependent on continued employment. De- 
ferral of tax at this point is caused by difficulties of valuation and 
not the existence of conditions which are a prerequisite to receiving 
the compensation property. Moreover, the underwriter’s personal 
activities cannot be said to contribute to the stock’s value between 
time of receipt and exercise of the warrant.’ In light of these con- 
siderations, the value of the warrant on receipt, valued without re- 
gard to restrictions, should be regarded as the maximum compensa- 


142 See Albert R. Erskine, 26 B.T.A. 147 (1932). In this case, the taxpayer was given an 
option to buy shares of his employer-corporation at varying intervals. The shares were put 
in escrow. The Tax Court appeared to tax the taxpayer on the option spread in the year when 
he became entitled to exercise the option. Cf. Phillip J. LoBue, 28 T.C. 1317 (1957), aff’d 
per curiam, 256 F.2d 735 (3d Cir. 1958) (upon exercise of option, employee taxed when en- 
titled to stock). An interesting question arises where an underwriter receives a non-trans- 
ferable warrant, exercisable at any time into freely alienable stock. If there is a spread on 
issuance, it may be argued that the underwriter constructively receives the spread, for he 
may at any time exercise the option, sell the stock, and thus in effect secure the benefit of 
the spread. 

However, taxation on receipt would be limited to the spread; as the warrant is non- 
assignable, the underwriter cannot realize its call value. In such a case, it is more appro- 
priate to defer tax to a point where the underwriter has dominion over the full value of the 
warrant. Cf. Comm’r v. Estate of Ogsbury, 258 F.2d 294 (2d Cir. 1958) ; Dean Babbitt, 23 
T.C. 850 (1955) (option exercisable but non-transferable) ; Phillip J. LoBue, 28 T.C. 1317 
(1957), aff’d per curiam, 256 F.2d 735 (3d Cir. 1958). 

143 See note 138 supra. 

144 Where the underwriter acts as a dealer and maintains a market in the stock, such ac- 
tivities may increase the value of the stock by providing a ready market for it. However, 
the underwriter is not ordinarily obligated to act as a dealer and does not always do so. 
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tion chargeable to the underwriter. This conclusion would be even 
more justified where any restrictions on transferability of the war- 
rants are imposed, in effect, by a party other than the issuer.’*® 


5. Restricrep WARRANTS TO PurRcHASE RESTRICTED Stock 


Where the underwriter receives restricted warrants to purchase 
restricted stock, the time and amount of taxation are uncertain. This 
situation raises the same problems and arguments previously out- 
lined. 

The Commissioner will probably contend that income should be 
recognized on the release of restrictions from the stock, in the 
amount of the lesser of the spread existing at (1) the time of the 
exercise of the warrant, valued without regard to restrictions, or (2) 
the time of the lifting of the restrictions on the stock.*** For reasons 
elaborated in the discussion of the restricted warrant situation, the 
Commissioner would view the taxing moment at the time of exer- 
cise of the warrant.’**? However, the restrictions on the stock re- 
ceived would preclude recognition until release of these restrictions. 
The treatment of this transaction may thus be said to be covered by 
the same rules prevailing in the restricted stock area, with the exer- 
cise spread as the compensation maximum. 

On the other hand, it may be argued that the amount of the tax 
should be the lesser of the spread on receipt of the warrant (valued 
without regard to the restriction) or when the restrictions on the 
stock are lifted, with income being recognized at the latter point. The 
maximum tax would be the spread on issuance, as the issuer intended 
to compensate the underwriter with the warrants themselves. 


6. DEDUCTION BY THE ISSUER 


Ordinarily, an employer may deduct the compensatory element of 
a stock bargain purchase by an employee as additional compensa- 
tion.’** However, where compensatory stock is granted to an under- 
writer for distributing a stock issue, it will probably not be deducti- 
ble. Fees paid to an underwriter for his services are considered as a 


145 For example, see Phil Kalech, 23 T.C. 672, 679 (1955) (restraints imposed by under- 
writer) ; Robert Lehman, 17 T.C. 652 (1951) (by majority stockholders). See notes 53 and 
134 supra. 

146 See Robert Lehman, 17 T.C. 652, 654 (1951) ; see note 98 supra. 

147 See note 140 supra. 

148 Hercules Powder Co. v. United States, 60-1 U.S.T.C. J 9257 (Ct.Cl. 1960); Com- 
mercial Investment Trust Co., 28 B.T.A, 143 (1933); I.T. 1197, I-1 Cum. Buu. 269. Cf. 
Reg. Sec. 1.421-6(e) (1959). 
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reduction of the consideration received for the stock.'*® Therefore, 
they are neither deductible by the corporation when incurred nor at 
any subsequent time.*° These rules should be applicable in the case 
of an issuer granting a bargain purchase to the underwriter. 

However, if the stock is issued for services performed by the un- 
derwriter in underwriting a debt issue, the compensation, as any 
debt issuance expense, should be deductible over the life of the 
debt. 


ConcLUSION 


As in the vast majority of tax problems, the tax treatment of un- 
derwriters’ security compensation calls for realistic economic analy- 
sis on the part of the courts and the Commissioner. It is inescapable, 
although elusive of measurement, that tax treatment will effect the 
nature and extent of securities transactions related to compensation 
arrangements. As an example, a security might be removed from 
the public market (in which there is a demand for the security) by 
imposition of restrictions on transfer primarily to avoid tax. But if 
tax treatment were geared to the receipt of economic benefits, the re- 
lease of the restrictions would be taxed at ordinary income rates, 
thereby reducing the incentive for the original restriction. To the ex- 
tent that tax consequences reflect the true economic benefits accruing 
to the underwriter, the tendency of tax considerations to contribute 
to uneconomic choices will be minimized. 


Addendum 


On December 3, 1960, the Treasury issued Proposed Regulations 
which deal in detail with the problem of warrants granted to under- 
writers.’ In general, these Regulations conform to ideas previously 
developed in this article. However, certain distinctions in emphasis 
justify a thorough examination of the new Treasury views. 


149 Baltimore & Ohio R.R. Co. v. Comm’r, 78 F.2d 815 (3d Cir. 1935); Corning Glass 
Works v. Lucas, 37 F.2d 798 (D.C. Cir.), cert. denied, 281 U.S. 742 (1929) ; Simmons Co. 
v. Comm’r, 33 F.2d 75, 76 (1st Cir.), cert denied, 280 U.S. 588 (1929) ; Harrisburg Hos- 
pital, Inc., 15 B.T.A. 1014 (1929) ; Emerson Electric Mfg. Co., 3 B.T.A. 932 (1926). See 
generally, Weissman, Allowable Deduction on the Formation, Reorganization and Liqui- 
dation of a Corporation, 53 Nrv. L. REv. 681 (1959). 

150 Ibid. See James I. Van Keuren, 28 B.T.A. 480, 486 (1933) (stock issuance expenses 
non-deductible on liquidation) ; Pacific Coast Biscuit Co., 32 B.T.A. 39 (1935) (same). 

151 See Helvering v. Union Pac. R.R. Co., 293 U.S. 282 (1934) ; U. S. Playing Card Co., 
15 B.T.A. 975 (1929). See generally, Molloy, The Ambiguous Taz Nature of the Various 
Costs of Borrowing Capital, 11 Tax L. Rv. 373 (1956). 

152 Proposed Reg. Sees. 1.61-2, 1.61-14, and 1.421-6, 25 Fen. Rea. 12414 (Dee. 3, 1960). 
These Regulations apply to ‘‘employees’’ as well as ‘‘independent contractors.’’ See dis- 
cussion pp. 142-143 supra. 
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The Government now concedes that warrants acquired in exchange 
for services are taxable on receipt in an amount equal to the excess of 
the fair market value of the warrants over their cost price.*** How- 
ever, such treatment will result only where the warrant has ‘‘a 
readily ascertainable fair market value.’’ ** It is in the definition of 
this latter phrase that difficulties arise. 

Although a warrant may have a value at the time granted, its 
value will ordinarily not be regarded as readily ascertainable, ac- 
cording to the Treasury, unless the warrant is actively traded on an 
established market, or, where not so traded, its fair market value can 
be measured with reasonable accuracy.*® The value of a warrant not 
actively traded on an established market will be regarded as measur- 
able with reasonable accuracy only if the warrant is (a) freely trans- 
ferable, (b) exercisable immediately in full, (c) not subject to any 
restriction or condition which has a significant effect upon its fair 
market value, and (d) the fair market value of the ‘‘option privi- 
lege’’ is readily ascertainable.’** The option privilege is the call fea- 
ture of the warrant—the opportunity to benefit from any appreci- 
ation in value of the underlying stock without risking substantial 
capital. In determining whether the value of the option privilege is 
readily ascertainable, the Regulations direct consideration to the 
following factors: (1) whether the value of the underlying stock can 
be ascertained ; (2) the probability of any ascertainable value of such 
property increasing or decreasing; and (3) the length of the period 
during which the option can be exercised.'** 

In summary, under the new Regulations, unless traded on an es- 
tablished market, the underwriter will be taxable on the receipt of 
warrants only where the fair market value of the warrant can be 
measured with reasonable accuracy. 

The Proposed Regulations represent belated Treasury recogni- 
tion of judicial authority that an employee is taxable on the receipt 
of a freely transferable stock option.*** They further indicate a pain- 
ful awareness of the valuation problem that arises in connection with 
compensation warrants, which ordinarily are granted to a limited 
group and by a speculative issuer.” However, while recognizing the 
difficult administrative problem presented by the valuation issue, we 


153 Proposed Reg. Sec. 1.421-6(¢) (1) (1960). 

154 Ibid. 

155 Proposed Reg. Sec. 1.421-6(c) (2) and (3) (1960). 
156 Proposed Reg. Sec. 1.421-6(c) (3) (1960). 

157 Proposed Reg. Sec. 1.421-6(¢) (3) (ii) (1960). 

158 See discussion pp. 143-144 supra. 

159 See discussion pp. 144-145 supra. 
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think that these Regulations are in some respects excessive. There 
is no reason why a warrant must be ‘‘exercisable immediately in 
full’’ before its value can be said to be readily ascertainable. Such 
an exclusion may have a policy basis in the case of employees, but 
little where underwriters are concerned.’” Furthermore, there is 
some question whether the courts will agree that only warrants with 
a readily ascertainable value are taxable on receipt; possibly an 
ascertainable value is enough.’™ 

However, the real impact of the Proposed Regulations will depend 
upon the actual standards the Treasury will require before accept- 
ing the value of a warrant as readily ascertainable. Although the bur- 
den of proof is, and should be, on the taxpayer to demonstrate the 
value of a warrant, this burden should not be made impossible of 
achievement.’ For example, a warrant evaluation by a disinter- 
ested investment banker, or similar analyst, should be strong evi- 
dence that the warrant has a readily ascertainable fair market value. 

As already indicated, the fact that property is difficult to evaluate 
is not a sufficient justification for postponing an otherwise appro- 
priate tax, particularly where, as in the Proposed Regulations, de- 
ferral results in a completely inappropriate tax. Under the Regula- 
tions, if a warrant does not have a readily ascertainable fair market 
value on receipt, the warrant holder recognizes ordinary income at 
the time of exercise of the option in the amount of the difference be- 
tween the fair market value of the property received and the exercise 
price.’ Such a tax on the exercise spread seems unrealistic in the 
case of an underwriter. There is no reasonable relationship between 
the exercise spread, which may markedly fluctuate, and the economic 
benefit conferred upon the underwriter as compensation. For the 


160 See discussion 147-148 supra. Deferral of the exercise of the warrant should be re- 
garded as another element of the valuation problem. 

161 Compare Comm’r v. Estate of Ogsbury, 258 F.2d 294 (2d Cir. 1958) (option has a 
*¢determinable market value’’ when received) (dictum), with James Ogsbury, 28 T.C. 93, 
99-100 (1957) (‘‘readily ascertainable market value’’) (dictum). See Comm’r v. LoBue, 
351 U.S. 243 (1956) (option might have a ‘‘readily ascertainable market value’’) (dic- 
tum). 

162 The Treasury undoubtedly contemplates that taxation upon receipt of the warrant 
will be advantageous to the taxpayer. This is generally true in a rising market, for subse- 
quent appreciation may then qualify for capital gain treatment where the warrant is taxed 
on receipt, whereas under the Treasury ’s proposals such appreciation will be treated as ordi- 
nary income upon exercise. However, where the warrant is not traded on an established 
market, the wording of the Proposed Regulations apparently precludes the Commissioner 
from attempting to tax on receipt by showing the existence of a readily ascertainable fair 
market value in those instances in which it may be advantageous to him to do so. See Pro- 
posed Reg. Sec. 1.421-6(¢) (3) (i) (1960). 

168 Proposed Reg. Sec. 1.421-6(d) (1960). 
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reasons previously discussed, the maximum compensation which 
should be deemed received by the underwriter is the excess of the 
fair market value of the warrants on receipt, valued without regard 
to restrictions, over their cost.’ 

Along these same lines, the Regulations provide that if, upon the 
exercise of the warrant, the stock received is subject to restrictions, 
the warrant holder recognizes income at the time of the lifting of the 
restrictions in the lesser of (1) the exercise spread (determining the 
value of the property without regard to the restrictions and (2) the 
spread at the time of the lapse of restrictions.” For the reasons 
above stated, we believe the maximum amount of income should be 
the spread on receipt of the warrant. 


164 See discussion pp. 145-148 supra. 
165 Proposed Reg. Sec. 1.421-6(d) (2) (i) (1960). 
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Selected Tax Reading” 


ACQUISITION OF ASSETS OF A SUBSIDIARY: LIQUIDATION OR REORGANIZATION ? 
By Kenneta F.. Sepiow. 73 Harv. L. Rev. 484 (1960). 


An exhaustive analysis of the recent Bausch & Lomb decision and its 
implications and effect on the interaction of the liquidation and reor- 
ganization provisions of the 1939 and 1954 Codes. The author also ex- 
amines in detail the historical evolution of the earlier tax statutes lead- 
ing up to the present provisions dealing with the acquisition of the assets 
of a subsidiary by its parent corporation. 


BusINEss PURPOSE AND THE SUBCHAPTER S INSPIRED REORGANIZATION. By 
EvuGeEneE C. RoEMELE. 58 Micu. L. Rev. 531 (1960). 


A reexamination of the business purpose rule in the light of reorgani- 
zations effectuated for the purpose of qualifying a corporation under 
Subchapter S, and whether the desire to obtain the tax advantages of 
Subchapter S will disqualify the tax-free character of the reorganization 
under the business purpose doctrine. 


Net Opreratine Loss CARRYOVERS AND CoRPORATE ADJUSTMENTS: RETAINING 
AN ADVANTAGEOUS Tax History UNDER Lipson SHOPS AND SECTIONS 269, 
381, AND 382. Note, 69 Yaue L. J. 1201 (1960). 

A comprehensive survey of the case law leading up to the Supreme 
Court’s Libson Shops decision and the effect of subsequent cases and rul- 
ings rendered after the Libson decision. The article also examines the 
various statutory provisions dealing with carryovers in corporate reor- 
ganizations and the status of these cases and rulings in the light of these 
provisions. 


ABC—From A To Z. By J. Henry Witkinson, Jr. 38 Texas L. Rev. 673 
(1960). 
A critical analysis of the income tax and net profit consequences result- 
ing from the reservation of an oil payment upon the sale of a producing 
oil and gas lease. 


ALLOWABLE DEDUCTIONS ON THE FORMATION, REORGANIZATION AND LIQuIDA- 
TION OF A CORPORATION. By MicHae. L. Wetssman. 53 Nw. U. L. Rev. 681 
(1959). 

A comprehensive survey of the federal income tax treatment of ex- 
penses incurred in connection with corporate organization, reorganiza- 


*Compiled by James 8. Eustice, Assistant Professor of Law at New York University 
School of Law and Associate Editor of the Tax Law REvIEw. 
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tions, and liquidations as developed by the courts and the provisions of 
the 1954 Code. The current deductibility status of these expenses is ex- 
amined in the light of these statutory and decisional rules, and specific 
changes in this area are recommended by the author. 


DEDUCTIBILITY OF EXPENSES TO INFLUENCE LEGISLATION. Note, 46 Va. L. REv. 


112 (1960). 


An analysis of the income tax consequences of expenses to influence 
legislation in the light of recent Supreme Court decisions in this area. The 
author discusses the ‘‘public policy’’ limitation, the provisions of the 
Regulations, and recently introduced legislation on this subject. 


Sections 1311-15 oF tHe INTERNAL REVENUE CopE: SOME PROBLEMS IN AD- 


MINISTRATION. Note, 72 Harv. L. Rev. 1536 (1959). 


An analysis of the history and policies behind the ‘‘mitigation of lim- 
itations’’ provisions of sections 1311-1315 of the Code and a discussion 
of various decisions involving the application of these provisions. The 
author examines this subject from the standpoint of various problems of 
interpretation and administration presented to the courts in applying the 
statute to specific situations, and suggests that a single forum should be 
designated to handle this area of litigation. 


FEDERAL INCOME TAXATION—CASES AND MATERIALS. By StTanuey S. SURREY 


AND WILLIAM C. WarrEN. Brooklyn: The Foundation Press, Inc., 1960. 
Pp. liv, 1712. $13.75. 


This extremelf¥ valuable work has been currently revised and brought 
up to date, and represents a truly significant contribution to the federal 
income tax field. The book will also serve as a valuable tool to tax prac- 
titioners, as well as to students and educators, due to the exhaustive anno- 
tations collected therein. The authors have revised the organization and 
content, particularly in the chapters dealing with ‘‘property disposi- 
tion,’’ ‘‘partnerships,’’ and the ‘‘income taxation of trusts and estates.’’ 


Conecress APPROVES REAL Estate INVESTMENT TRUST; ExactTING RULES 


Maps. By Swwney I. Rosrerts, ARTHUR FEDER, AND HERBERT H. ALPERT. 
13 J. Taxation. 194 (Oct. 1960). 


An analysis of the recent statutory enactment providing for taxation 
of real estate investment trusts on a basis comparable to regulated in- 
vestment companies. The authors discuss the numerous requirements and 
limitations for qualification under this new provision, as well as certain 
complications under state law presented thereby. 


COLLAPSIBLE CORPORATIONS AND COLLAPSIBLE PARTNERSHIPS. By Irvine I. 
AXELRAD. 12 So. Caui. Tax Inst. 269 (1960). 


A massive survey of the various statutes, cases, and rulings governing 
the federal income tax treatment of collapsible corporations and partner- 
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ships. The author also explains in detail the 1958 amendments to section 
341, providing for an exception to collapsible corporation status if cer- 
tain highly technical conditions are satisfied. The author also discusses 
the relationship of section 341 to the provisions of Subchapter S and to 
other provisions of the Code. Similarly, a capsule description of the pro- 
posals advocated by the Advisory Group on Subchapter C is included. 
The length and scope of this article would more aptly qualify it for mono- 
graph status in this complex and confusing field. 


VALUATION OF STOCK oF A CLOSELY HELD CorPoRATION. By F. DANIEL F Rost, 
CHARLES R. Lees, AND RicHarp M. Linx. 12 So. Cauir. Tax Inst. 429 
(1960). 


A detailed analysis of the relevant cases, rulings, and factors involved 
in the valuation of the stock of a closely-held corporation for federal es- 
tate and gift tax purposes. The emphasis is primarily on the practical ap- 
proach to this difficult and extremely significant area of the tax law, 
although the applicable cases and rulings are also given appropriate con- 
sideration. 
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documents. It transfers ideas into legal papers. It carries your tax planning right 
into the final black and white. 

Every feature of the book is designed for usability. Forms are grouped according 
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An Academician’s View of State 
+ * 

Taxation of Interstate Commerce 

JEROME R. HELLERSTEIN 


, decisions of the Supreme Court in the Northwestern States 
Portland Cement and Stockham Valves cases’ and the hasty re- 
sponse by Congress to the vociferous pressure of business men 
through the enactment of Public Law 86-272 mark the beginning of a 
new epoch in state taxation of interstate commerce. Heretofore the 
controversies between the interstate business and state taxing au- 
thorities were fought out in the forum of state and federal courts 
and, in the final analysis, in the United States Supreme Court. Inter- 
state businesses were enabled under the Supreme Court’s decisions 
to conduct large operations and exploit extensive markets over the 
country, selling goods or rendering transportation or other services, 
without being subjected to income taxes in many of the states in 
which the operations were carried on.? The recent Supreme Court 
decisions explicitly ended that immunity and opened up the possi- 
bility that all businesses would be subjected to income taxes in all 
states from which they derive income. 

And at that point Congress, for the first time in its history, under 
pressure from business interests, exercised its power to regulate 
commerce between the states in the area of state taxation of inter- 
state businesses. It is these developments—the freeing of the states 
to impose income taxes on all businesses touching the states and de- 






















JEROME R. HELLERSTEIN (B.A. 1927, University of Denver; M.A. 1928, State University 
of Iowa; LL.B. 1931, Harvard Law School) is a member of the New York Bar and a Pro- 
fessor of Law at New York University School of Law. 

* This article is based on a speech delivered on September 6, 1960 before the National 
Tax Association Annual Conference. 

1 Northwestern States Portland Cement Co. v. Minnesota, and Williams v. Stockham 
Valves and Fittings, Inc., 358 U.S. 450 (1959). See also ET & WNC Transportation Co. v. 
Currie, 359 U.S. 28 (1959). 

2 For studies tracing the course of judicial decision in this area, see Hartman, State 
Taxation of Corporate Income from a Multistate Business, 13 Vanp. L. Rev. 21 (1959) ; 
Hellerstein, State Franchise Taxation of Interstate Business, 4 Tax L. Rev. 95 (1948) ; 
Hellerstein, Recent Developments in Commerce Clause Limitations on State Taxation, 10 
TAX EXECUTIVE 117 (1958). 
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riving income from their borders, coupled with the entry of Con- 
gress into the field—that mark the new era in state taxation of 
interstate businesses. 

There are two notable features of this historic Congressional ac- 
tion. The first is the astonishing speed with which Congress acted. 
The Northwestern States Portland Cement and Stockham Valves 
cases were decided in February of 1959 and by September of the 
same year the new bill had become law after hearings by two Senate 
Committees.* The celerity of the Congressional response to the pres- 
sures of business interests to restrict state taxation is even more 
striking in the light of one hundred years of indifference and inaction 
by Congress while constant litigation flooded the courts over the con- 
troversies arising in the area of state taxation of interstate com- 
merce. The other significant aspect of the new legislation was that 
Congress exercised its power over the commerce solely to restrict 
state taxation, not to broaden it. 

The history of the efforts of the Supreme Court in this area elo- 
quently attests the inability of the courts to deal satisfactorily with 
the problem. Shifting with changing economic and political condi- 
tions and pressures, the Court has attempted to accommodate the 
conflicting needs of the states for revenues, the requirements of a 
national economy to be free of unwarranted tax barriers, and the in- 
terest of local business in seeing to it that its out-of-state competi- 
tors do not operate under a favored-state tax position. As the Court 
itself has told us on several occasions, there is an inherent inade- 
quacy of the judicial process to deal with the complicated and difficult 
problems involved in accommodating these interests, limited as it is 
to action under the commerce and due process clauses.* 

8 Sce Hearings Before Select Senate Committee on Small Business on State Taxation of 
Interstate Commerce, 86th Cong., Ist Sess. (1959), S.Rep. No. 453, 86th Cong., Ist Sess. 
(1959) ; Hearings Before Senate Committee on Finance on State Taxation of Interstate 
Commerce, 86th Cong., 1st Sess. S.J. Res. 113, S. 2213, and S. 2281 (1959), S.Rep. No. 658, 
86th Cong., Ist Sess. (1959). 

4In the Stockham Valves and Northwestern States Portland Cement cases Justice Frank- 
furter, dissenting, said: ‘Congress alone can provide for a full and thorough canvassing 
of the multitudinous and intricate factors which compose the problem of the taxing freedom 
of the States and the needed limits on such state taxing power.’’ Note 1, supra at 476. In 
McCarroll v. Dixie Greyhound Lines, Ine., 309 U.S. 176, 188-189 (1940), Justices Black, 
Frankfurter, and Douglas, dissenting, said: ‘‘ Judicial control of national commerce— 
unlike legislative regulations—must from inherent limitations of judicial process treat the 
subject by the hit-and-miss method of deciding single local controversies upon evidence and 
information limited by the narrow rules of litigation.’’ For an over-all discussion of the 
rule of the judiciary in this area, see Dowling, Introduction—State Taxation of Multistate 
Business, 18 Onto St. L.J. 3 (1957); Hellerstein and Hennefeld, State Taxation in a 
National Economy, 54 Harv. L. Rev. 949 (1941). 
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Only a legislative body, acting perhaps through an administrative 
agency, has the powers, capacity, and flexibility to deal adequately 
with such matters. I recognize the deep concern among state tax ad- 
ministrators that federal intervention will infringe on the proper 
province of state taxing powers and result in a loss of revenues to 
the states and create tax havens for the powerful multi-state busi- 
nesses. And business interests are fearful that federal regulation 
may effect a broadening of state taxation and produce new burden- 
some levies on interstate businesses, as well as costly reporting re- 
quirements. Nevertheless, as an academician viewing the problem 
from the detachment of only a scholarly interest in the field, I sug- 
gest that federal intervention should be welcomed. 

Like all new ventures in a difficult and complicated economic and 
political area, Public Law 86-272 has its weaknesses and deficiencies, 
but it is the first groping step in what may be a significant new ven- 
ture in the solution of commerce clause taxing problems with which 
the courts have struggled during the last hundred years, unaided by 
Congress. It is in the light of such a view of the possibilities inherent 
in the shift from the judicial to the Congressional area that we turn 
our attention to state income taxation of interstate business. 

At the outset I should like to direct our attention to the objectives 
to be accomplished in this field. What are the competing interests 
and the legitimate claims to be considered? 


A. PostTuLATES FoR StaTE TAXATION OF INTERSTATE BUSINESSES 


The postulates on which I proceed in considering state income tax- 
ation of interstate business, whether the levy is in form a direct tax 
on net income or a franchise tax measured by net income—indeed, 
the same postulates will apply to a state tax on or measured by gross 
receipts or capital stock—are: 

1. The states are entitled to collect revenues for their support 
from every business that touches the state and from every business 
that exploits the market it offers, whether by local factories or ware- 
housing, or by local selling through salesmen or otherwise. All busi- 
nesses thus utilizing the state’s facilities or its markets should be 
taxed. And each state is entitled to a share of the tax base, whether 
it be net income or capital stock or gross receipts, on a level of parity 
with taxation of local business. 

2. Interstate businesses are entitled to non-discriminatory taxa- 
tion by the various states which their businesses touch. Furthermore, 
they require protection against paying taxes based on more than 100 
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per cent of their net income, capital stock, gross receipts, or other tax 
base. But they have no legitimate complaint if the states which the 
business touches impose taxes on less than 100 per cent of the tax 
base. Likewise, interstate business has a legitimate claim that it be 
relieved of the onerous accounting and reporting requirements im- 
posed by the present widely-varying state methods of apportionment 
and allocation. 

3. Local business similarly has an interest in the matter. It is en- 
titled to have its out-of-state competitors taxed on a level of equality 
with local business and to enjoy no competitive advantage by reason 
of being interstate operators. 

If all businesses touching any state or deriving any income or re- 
ceipts from a state were subject to the type of apportioned levies de- 
scribed, we would still, of course, fall far short of having achieved 
uniformity of state taxation. For the nature of the taxes of the var- 
ious states, their coverage, and their rates would still vary markedly. 
This is an inevitable result of our federal system. 

And because of differences in the taxing systems of the various 
states, the objective of having 100 per cent of the income, or other 
measure, of interstate businesses taxed by the various states which 
the commerce touches is probably not capable of accomplishment 
and, indeed, may be an undesirable objective. Thus, if a corporation 
with its major business establishment and warehousing facilities in 
state A, which has a corporate income tax, maintains a sales office 
and salesmen in state B, which does not have a corporate income tax 
but imposes a capital stock tax, taxation by A of the income which B 
does not tax may be unfair to the corporation. The corporation would 
be at a disadvantage in relation to its competitors in state B, where 
both the interstate business and the local business are subject to cap- 
ital stock tax, if the untaxed income is reverted to state A. Moreover, 
perhaps for administrative reasons and reporting and auditing 
costs, it may be desirable to exempt from taxation businesses whose 
sales in the state do not exceed a stated insubstantial annual volume 
when only selling activities are carried on, followed by shipment into 
the state. 

It may be desirable because of these and other taxing situations 
not to press to the limit the principle of taxing 100 per cent of the in- 
come or other base of interstate business and to permit some such in- 
come or other measure to go untaxed. These and other refinements 
of the broad postulates that may be developed should, of course, be 
considered and modified in the light of experience. 
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B. Tue Neep ror ConGrREssionaL ACTION 


Uniformity of apportiontment methods among the states can, asa 
practical matter, be accomplished only through Congressional ac- 
tion. Voluntary action by the states has proved largely fruitless. For 
over forty years the National Tax Association has sought to obtain 
uniform state apportionment of corporate income; * and in 1957 the 
American Bar Association approved a uniform apportionment act 
which received the blessings of the National Conference of Commis- 
sioners on Uniform State Laws.® 

We have made progress in improving apportionment formulas and 
methods, but accomplishment of uniformity of apportionment has 
been painstakingly slow. The issue is too pressing to rely on volun- 
tary state action, and the real or imagined conflicts in state interests 
present formidable barriers to voluntary action. Some have sug- 
gested that the solution lies in interstate compacts, but this, too, re- 
quires action by each state involved and offers little hope of prompt 
action. Action by Congress would seem the only hope for anything 
like an effective, workable, and prompt solution to the problems of 
state taxation of interstate businesses. 

If Congress is to move into the field of state interstate business 
taxation and achieve the desired objectives, it must both restrict and 
broaden the state taxing powers. This is essential to accomplish the 


5 For many years the National Tax Association has fostered the adoption of uniform 
legislation and it has been largely responsible for the widespread use of the three-factor 
Massachusetts formula. In 1921 a committee of the National Tax Association prepared 
a model business income tax bill with apportionment and allocation provisions, 6 BULL. 
Nat’L Tax Ass’n 113, 117 (1921). In 1939 the use of the three-factor Massachusetts 
formula was recommended by National Tax Association Committee in PROCEEDINGS OF 
NATIONAL Tax ASSOCIATION 190, 195 (1939). The National Tax Association has continued 
to refine its model three-factor formula and to press for its adoption by the states. See 
Second Preliminary Report of the Committee on Tax Situs and Allocation in PROCEEDINGS 
or NATIONAL Tax ASSOCIATION 349 (1950); Interim Report of Committee on Interstate 
Allocation of Business Income in PROCEEDINGS OF NATIONAL TAX ASSOCIATION 372 (1958). 
Although 23 states have adopted the broad three-factor formula, variations among the 
states are so great, particularly in respect to the sales factor, as to destroy any substantial 
uniformity. See Kust, State Taxation of Interstate Income: New Dimensions of an Old 
Problem, 11 Tax Exrcurive 45, 61 (1959) ; Kassell, Effect of Lack of Uniformity in In- 
come Taxes in PROCEEDINGS OF NATIONAL TAX ASSOCIATION 174 (1949). Professor Hart- 
man, whose recent comprehensive study of state allocation methods is valuable and illumi- 
nating, reports that states using corporate net income as a measure of tax employ ‘‘ eleven 
different formulas, which are composed of a combination of eight different factors.’’ See 
Hartman, note 2 supra, at 65. 

6 The Model Uniform Division of Income Act is printed in Hearings Before the Senate 
Select Committee on Small Business, note 3 supra, at App. V, 166. For analyses of the 
Model Act, see Pierce, The Uniform Division of Income for State Tax Purposes, 35 TAxEs 
747 (1957) ; Wilkie, Uniform Division of Income for Tax Purposes, 37 Taxes 65 (1959). 














164 TAX LAW REVIEW [Vol. 16: 


desired uniformity of apportionment. Congress would, in effect, give 
the following mandate to the states with respect to taxes on or meas- 
ured by net income, gross receipts, or capital stock, and any other 
levies to be covered: 

You may tax all interstate businesses which touch your borders or which 
derive income from your state, whether or not the commerce clause up to 
now prevented such taxation, provided you tax local businesses on the same 
basis and utilize Congressionally-approved uniform apportionment and allo- 
cation formulas or methods. Likewise, you are prohibited from taxing any 
business that engages in interstate commerce to any extent, even though it is 
now clearly subject to your taxing power, unless you apply the Congression- 
ally-approved uniform formulas or methods. 


The broadening of the state taxing powers is required to validate 
franchise taxes on the operation of an interstate business, although 
measured by a net income; the rule of the Spector* case should be 
overruled by Congress so as to place franchise taxes measured by net 
income on the same basis as the direct net income tax. Moreover, 
whatever other commerce clause immunities are enjoyed by in- 
terstate businesses—whether radio stations reaching into several 
states, mail order houses, or other interstate activity—would be 
swept away by this broadening of the power of state taxation of in- 
terstate businesses. 


C. Tue Power or Coneress To Act 


No one questions the power of Congress to lift the commerce clause 
barriers to state taxation, and, indeed, that power is well established 
by decisions of the Supreme Court. It was exercised by Congress in 
lifting the commerce clause barriers to state unemployment insur- 
ance taxes, which action the Supreme Court sustained. And it was 
also utilized to eliminate all doubts as to the power of the states to 
tax national insurance companies. This again was upheld by the 
Supreme Court.® 

Some state tax administrators have, however, taken the position 
that when we turn to the other half of the problem, 2.e., the restriction 
of the state nowers of taxation of interstate businesses—a restric- 
tion which is essential if uniformity of apportionment is to be accom- 
plished—Congress would be exceeding its constitutional powers and, 
indeed, did so in enacting Public Law 86—272.° Because this position, 
if sound, would undermine the only route to anything like an accept- 


7 Spector Motor Service, Inc. v. O’Connor, 340 U.S. 602 (1941). 

8 See note 28 infra. 

9 Cox, Federal Limit on State Taxes Is Unfair to Consuming States and to Local Firms, 
11 J.TAxATION 354, 356 (1959). Fred Cox, of the Georgia Department of Revenue, has 
been one of the most vigorous defenders of the power of the states to tax net income of 
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able solution to the vexing problem of uniformity of apportionment 
of multi-state income, it deserves consideration. 

As maintained by one state tax official, the argument is that the 
Court in the Northwestern States Portland Cement and Stockham 
Valves cases held that ‘‘a tax imposed only on net income derived 
from interstate commerce is not a tax on the commerce nor a tax re- 
lated to the regulation of commerce. Such a tax sets up no barrier to 
the free flow of commerce among the states for the tax is not imposed 
until after the commerce has ended. For Congress to restrict the 
states’ power to impose such a tax, as it now has done, is an unconsti- 
tutional invasion of the states’ inherent powers.’’ 

The recent legislation, some commentators point out, prohibits 
the imposition of a net income tax on income derived from a state 
where the only activities in the state consist of solicitation of the 
order by the local salesmen and delivery of the goods into the state 
across the state line. They argue that such activities, at least if regu- 
lar and continuous, would subject the interstate business to a state’s 
direct net income tax and that Congress cannot constitutionally pre- 
vent the imposition of such a levy." 

I suggest that this position is untenable. In the first place, the argu- 
ment misconceives the basis for the Supreme Court’s decisions in the 
Stockham Valves and Northwestern States Portland Cement cases. 
The Court sustained the net income taxes there involved, not, as 
asserted by the critics of the recent legislation, because interstate 
commerce was not affected or that the taxes were not ‘‘related to the 
regulation of commerce,’’ but because ‘‘a tax on net income derived 
from interstate commerce’’ does not impose an undue burden on in- 
terstate commerce. 

The Court in these recent cases explicitly refers to the net income 
taxed as being ‘‘derived from interstate commerce,’’ and makes its 
position unmistakable by its discussion of the California net income 
tax sustained in 1946 in West Publishing Co. v. McColgan,” on which 
it relied. After noting that the earlier case involved ‘‘the validity of 
California’s tax on the apportioned net income of West Publishing 


interstate business. The Journal of Taxation has also reported, ‘‘The Louisiana Collector 
of Revenue, Robert L. Roland, thinks the new Federal limit on state taxation of income 
from interstate business is unconstitutional. He told a meeting of The Tax Executives 
Institute that he intended to raise the constitutional issue just as soon as the proper case 
comes along,’’ 11 J.TAxaTIoN 357 (1959). See Roland, Public Law 86-272: Regulation or 
Raid, 46 Va. L. Rev. 1172 (1960). 

10 See Cox, supra note 9. 

11 Ibid. The ensuing discussion is taken from Hellerstein, The Power of Congress to Re- 
strict State Taxation of Interstate Income, 12 J.TAXATION 302 (1960). 

12 27 Cal.2d 705, 166 P.2d 861, aff’d per curiam, 328 U.S. 823 (1946). 
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Company, whose business was exclusively interstate,’’ ** the Court 
refused to assume that the West Publishing case was based on the 
‘*triviality that office space was given West’s solicitors in exchange 
for the chanceful use of what book they may have had on hand,”’ 
thereby creating a local incident. Instead, the Court said that the in- 
come taxed arose from ‘‘a purely interstate operation.’’ ‘* Its pre- 
mise is stated at the outset of the opinion in these words: * 


We conclude that net income from the interstate operations of a foreign 
corporation may be subjected to state taxation. ... 


1. The silence of Congress. To understand the foundation for the 
Court’s conclusion requires a restatement of the broad principles 
under which the accommodation of state and federal powers has been 
made under the commerce clause. In the celebrated case of Gibbons 
v. Ogden,* Chief Justice Marshall gave to the grant to Congress of 
the ‘‘power to regulate commerce . .. among the several states’’ ”* 
a sweeping and comprehensive meaning which embraces ‘‘ every spe- 
cies of commercial intercourse’’ between the states.’* And the Court 
has held that whenever Congress acts in regulating interstate com- 
merce, state action in conflict with the Congressional action must 
yield under the constitutional provision granting supremacy to the 
acts of Congress within the powers granted to it. 

The great debate which raged during the quarter of a century 
from Gibbons v. Ogden to Cooley v. Board of Wardens * centered 
around the question of the extent to which the states may regulate 
commerce in the absence of Congressional action. Out of the pro- 
tracted constitutional struggle—which affected all aspects of the 
commerce clause, not merely taxation—came the compromise deci- 
sion in the Cooley case, which has since been accepted as the guiding 
commerce clause principle. 

The Court divided the subjects of state action impinging on or af- 
fecting interstate commerce into two broad areas—subjects national 
in scope and admitting of only uniform federal regulation, and sub- 
jects local in character permitting state action until Congress acts 
to oceupy the field.” Subjects national in scope are exclusively within 


13 Northwestern States Portland Cement Co., ete., note 1 supra, at 460. 

14 Td. at 461. 

15 Id. at 452. 

16 22 U.S. (9 Wheat.) 1 (1824). 

17 Id. at 193-194. 

18 See notes 20 through 24 infra. 

19 53 U.S. (12 How.) 298 (1851). 

20 See FRANKFURTER, THE COMMERCE CLAUSE 55-59 (1937); Bikle, The Silence of Con- 
gress, 41 Harv. L. Rev. 200 (1927) ; Stern, The Commerce Clause and the National Econ- 
omy, 59 Harv. L. REv. 645, 883 (1945-1946). 
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the federal power; the states may therefore, in the silence of Con- 
gress, not act at all. This principle would apply, for example, to the 
regulation of the rates of interstate railroads, which is beyond state 
powers.*! On the other hand, with respect to subjects of a local char- 
acter not requiring uniform national legislation, a concurrent power 
exists in the absence of Congressional action. In such instance the 
states may act until Congress moves in a manner which displaces 
state law. This principle would apply, for example, to state police 
and safety regulations applied to both interstate and intrastate rail- 
roads.”* While there has been a never-ending stream of cases seeking 
to draw the line between the exclusive and the concurrent powers, the 
basic rationale of the commerce clause remains essentially as defined 
in the Cooley case.”* 

2. Undue burden. As applied to the state taxing powers, the Su- 
preme Court early concluded that a state tax which ‘‘unduly bur- 
dens’’ interstate commerce or which ‘‘discriminates against inter- 
state commerce’’ is invalid, but that taxes which do not so burden 
or discriminate against the commeree are, in the absence of Congres- 
sional action, valid.** 

And the history of the Supreme Court is replete with the conflicts 
and differing views of how to determine ‘‘ undue burden,’’ depending 
essentially on the judge’s view of the competing interests and needs 
of the states and the national economy. These range from (a) the 
view once held by a firm majority of the Court, and now championed 
by Justice Frankfurter, that ‘‘direct’’ taxation of interstate com- 
merce burdens the commerce, that interstate commerce itself may 
not be taxed at all, and that there is an area of trade free of state 
taxation for the commerce, to (b) the Stone-Rutledge multiple-taxa- 
tion doctrine that only discriminatory taxes or those which subject 
interstate commerce to a risk of multiple taxation not borne by local 
commerce impose the proscribed undue burden on interstate busi- 
nesses, and finally, (c) to the view held by Justice Black that only 
taxes that discriminate against interstate commerce may be invali- 
dated.2> Whichever view is taken, the significant point is that all the 
Justices recognize that within some limits interstate commerce may 
be taxed, that it must bear its ‘‘fair share’’ of the tax burden, and 


21 Wabash St. L. & Pacifie Ry. Co. v. Illinois, 118 U.S. 557 (1886). 

22 Smith v. Alabama, 124 U.S. 465 (1888). 

23 See note 19 supra. 

24 See International Harvester Co. v. Department of Treasury, 322 U.S. 340, 358 (1944). 
For an extensive review of the cases, see HARTMAN, STATE TAXATION OF INTERSTATE CoM- 
MERCE (1953). 

25 For studies tracing the varying positions of the Court and its members, see HARTMAN, 
op. cit. supra note 24. 
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that the issue is not whether interstate commerce is being done, but 
whether the nature of the tax imposed on interstate business is one 
which meets the Justices’ conception of undue burden where Con- 
gress has not acted.”® 

The major premise of the position taken by the critics of the new 
legislation is thus repudiated by the entire history of the commerce 
clause, namely, that because the Court held in the recent cases that 
the states may tax an activity or income, it follows that the subject- 
matter is purely intrastate in character and therefore beyond the 
reach of Congress. Instead, the cases hold that by whatever standard 
the particular majority of the Court may define ‘‘undue burden,’’ 
and although interstate commerce is involved, the states may never- 
theless tax until Congress acts, because the burden is indirect, re- 
mote, or for other reasons not an undue one. When Congress acts, 
the entire constitutional problem changes, and acts permissible to 
the states during the period of its inaction become invalid if in con- 
flict with the Congressional action or inconsistent with the oceupa- 
tion of the field of regulation by that body.?" 

Since we are dealing in Public Law 86-272 with businesses which 
solicit orders in the taxing state, accept them in a foreign state, and 
fill the orders by shipment across state lines into the taxing state, it 
is indisputable that interstate commerce is involved. Consequently, 
the power of Congress in such circumstances to prohibit,”* extend, or 
restrict state income taxation of such businesses appears to be be- 
yond question.”® 


26 See notes 20 and 25 supra. 

27 See note 20 supra. 

28 Congress has acted to extend state power over interstate commerce. Thus, whereas in 
the absence of Congressional action a state could not, because of the commerce clause, pro- 
hibit the transportation of liquor into the state from a sister state (Leisy v. Hardin, 135 
U.S. 100 (1889) ), Congress has the power to authorize such prohibition by the state. The 
Wilson Act, which removed the commerce clause barrier to such state action, was valid. In re 
Rahrer, 140 U.S. 545 (1891). See also Clark Distilling Co. v. Western Md. Ry. Co., 242 U.S. 
311 (1917). In International Shoe Co. v. Washington, 326 U.S. 310 (1945), the Supreme 
Court upheld a state unemployment insurance tax against an interstate business. Congress 
had lifted the commerce clause ban to state unemployment insurance taxes by providing 
that the employer is not to be relieved from compliance therewith on the ground that he is 
engaged in interstate commerce. 49 Stat. 642, 26 U.S.C. § 1606(a) (1935). In upholding the 
tax, Chief Justice Stone declared, ‘‘It is no longer debatable that Congress, in the exercise 
of the commerce power, may authorize the states, in specified ways, to regulate interstate 
commerce or impose burdens upon it.’’ Zd. at 315. See also the Court’s action in sustaining 
federal legislation enacted to remove any doubt as to the power of the states to tax national 
insurance companies. Prudential Insurance Co. v. Benjamin, 328 U.S. 408 (1946), sustain- 
ing the McCarran-Ferguson Act, 59 Stat. 33, 15 U.S.C. § 1011 (1945); see HARTMAN, op. 
cit. supra note 24, at 247, 257. For a recent brief discussion of the Congressional power, see 
Hartman, supra note 2. 

29 See notes 20 through 24. 
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3. Extent of federal power. The more teasing question is how much 
further Congress may go in limiting or regulating state taxation of 
interstate businesses than the limited minimum-nexus restriction of 
the new statute. If we are to accomplish the objective of uniformity 
of apportionment, the Congressional Act must have far greater 
sweep than the businesses covered by Public Law 86--272. Thus, a 
corporation manufacturing goods in state A and selling them in vari- 
ous states could by state law be subjected to a state tax on the privi- 
lege of manufacturing, measured by its net or gross income derived 
from the manufacturing operations.*® The manufacturing process is 
concededly a local activity, and the state may make this local activity 
the subject of tax.*' In the absence of Congressional action, under 
the authorities manufacturing is deemed to be a sufficiently local 
activity and the tax on an activity sufficiently removed from the in- 
terstate aspects of the business to warrant state taxation. Neverthe- 
less, Congress has, I suggest, ample power under the commerce 
clause to forbid the states to tax the activity and business in question 
unless the state adopts the federally-prescribed uniform formula. 

The issue whether manufacturing which results in a flow of goods 
in interstate commerce is subject to Congressional regulation was 
fought out and the power of Congress was sustained under the cases 
arising under the National Labor Relations Act, the Wage and Hour 
Act, and other legislation enacted during the Roosevelt administra- 
tion.*? As stated by the Court in one of these cases: ** 


Once an economic measure of the reach of the power granted to Congress 
in the Commerce Clause is accepted, questions of federal power cannot be 
decided simply by finding the activity in question to be ‘‘production,’’ nor 
can consideration of its economic effects be foreclosed by calling them ‘‘indi- 
rect’’.... But even if appellee’s activity be local and though it may not be 
regarded as commerce, it may still, whatever its nature, be reached by Con- 
gress if it exerts a substantial economic effect on interstate commerce. . . . 


Under the decisions the Congressional power to regulate labor re- 
lations of production workers in steel plants in Pennsylvania * and 
to impose minimum wages and require overtime pay for work in ex- 
cess of a forty- or forty-two-hour week for laborers in a Georgia saw 


30 American Manufacturing Co. v. City of St. Louis, 250 U.S. 459 (1919). 

81 Ibid. 

82 National Labor Relations Board v. Jones & Laughlin Steel Corp., 301 U.S. 1 (1937) ; 
United States v. Darby, 312 U.S. 100 (1941) ; Wickard v. Filburn, 317 U.S. 111 (1942). 
For a comprehensive consideration of the problem, see the notable review by Stern, supra 
note 20. 

38 Wickard v. Filburn, note 32 supra, at 124-125. 

34 National Labor Relations Board v. Jones & Laughlin Steel Corp., note 32 supra. 
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mill * and building employees operating a New York building ten- 
anted by manufacturers of goods destined for shipment in interstate 
commerce ** was held to be within the Congressional power to regu- 
late interstate commerce.** Congress may regulate intrastate rates 
of interstate carriers where the effect of the rates is to burden inter- 
state commerce.* It may compel the adoption of safety appliances 
on rolling stock moving intrastate because of the relation to and 
effect of such appliances upon interstate traffic moving over the same 
railroad.* And it may prescribe maximum hours for employees en- 
gaged in intrastate activity connected with the movement of any 
train, such as train dispatchers and telegraphers.*° 

The rationale of the Congressional power to regulate intrastate 
activities which affect interstate commerce was stated in the Shreve- 
port case, in which the Court upheld the power granted to the Inter- 
state Commerce Commission to fix intrastate railroad rates of in- 
terstate roads.*! The Commission had found that the lower rates 
charged from points within Texas to other points in Texas gave 
cities within that state preferential trade advantages over Shreve- 
port in the neighboring state of Louisiana, thus effecting an unlawful 
discrimination against Shreveport. In sustaining the Commission’s 
order, the Court said: * 

It is unnecessary to repeat what has frequently been said by this court with 
respect to the complete and paramount character of the power confided to 
Congress to regulate commerce among the several States. It is of the essence 
of this power that, where it exists, it dominates. . . . By virtue of the compre- 
hensive terms of the grant, the authority of Congress is at all times adequate 
to meet the varying exigencies that arise and to protect the national interest 
by securing the freedom of interstate commercial intercourse from local con- 
trol. . . . As it is competent for Congress to legislate to these ends, unques- 
tionably it may seek their attainment by requiring that the agencies of inter- 


35 United States v. Darby, note 32 supra. 

36 A. B. Kirschbaum Co. v. Walling, 316 U.S. 517 (1942). 

37 The traditional statement of the scope of Congressional power over commerce is as 
stated by the Supreme Court in United States v. Darby, note 32 supra, at 118. ‘‘The power 
of Congress over interstate commerce is not confined to the regulation of commerce among 
the states. It extends to those activities intrastate which so affect interstate commerce or the 
exercise of the power of Congress over it as to make regulation of them appropriate means 
to the attainment of a legitimate end, the exercise of the granted power of Congress to regu- 
late interstate commerce.’? 

88 Houston, E. & W. Texas Ry. v. United States, 234 U.S. 342 (1914) ; Railroad Com- 
mission of Wisconsin v. Chicago, B. & Q. R. R., 257 U.S. 563 (1922) ; United States v. Louisi- 
ana, 290 U.S. 70, 74 (1933) ; Florida v. United States, 292 U.S. 1 (1934). 

39 Southern Ry. v. United States, 222 U.S. 20 (1911). 

40 Baltimore & Ohio R. R. v. Interstate Commerce Commission, 221 U.S. 612 (1911). 

41 Houston, E. & W. Texas Ry. v. United States, note 38 supra. 

42 Td. at 350-352. 
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state commerce shall not be used in such manner as to cripple, retard or de- 
stroy it. The fact that carriers are instruments of intrastate commerce, as 
well as of interstate commerce, does not derogate from the complete and para- 
mount authority of Congress over the latter or preclude the Federal power 
from being exerted to prevent the intrastate operations of such carriers from 
being made a means of injury to that which has been confided to Federal care. 
Wherever the interstate and intrastate transactions of carriers are so related 
that the government of the one involves the control of the other, it is ~ 
gress, and not the State, that is entitled to prescribe the final and domini_s.t 
rule, for otherwise Congress would be denied the exercise of its constitutional 
authority and the State, and not the Nation, would be supreme within the 
national field. 


4, Federal apportionment formulas. This review of the cases dem- 
onstrates that Congress has ample power, in dealing with businesses 
that are engaged in interstate commerce through the sale and ship- 
ment of goods across state lines, to require the states, as a condition 
of taxing net income derived from within their borders, irrespective 
of the local or intrastate character of the activity which is made the 
subject of tax, to conform to federally-established apportionment 
formulas and allocation methods. And it is my view that the task 
of promulgating such formulas and allocation methods can best be 
performed by an administrative agency to be established by Con- 
gress. Such an agency would, after consultation with the states and 
business representatives, devise appropriate formulas and meth- 
ods adapted to various businesses. Undoubtedly, transportation and 
communication companies would be subjected to different formulas 
from those promulgated for manufacturing businesses, and radio 
and television stations and magazines would require formulas and 
methods adapted to such businesses. As experience discloses difficul- 
ties and new problems, such a commission would have the flexibility 
to modify its rules to meet changing conditions. 


D. Tue Gross Receipts Factor in THE APPORTIONMENT F'ORMULA 


If we are then to move towards Congressional action to achieve 
uniformity of apportionment, what type of formula should be sup- 
ported? In considering the actual working out of a uniform appor- 
tionment formula for manufacturing and selling businesses, a major 
serious controversy has arisen: should a gross receipts or sales fac- 
tor be used, and, if so, should the state of destination rule be adopted? 

Floyd Britton of the Illinois Bar has written two articles in the 
American Bar Association Journal in which he has bitterly attacked 
the recent Supreme Court commerce clause decisions and state prac- 
tices taxing income of interstate businesses as ‘‘odious’’ and ‘‘taxa- 
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tion without representation’’ of non-resident businesses, resulting 
in taxation of extra-territorial values in violation of the due process 
of law clause of the Federal Constitution.* His thesis is that no state 
should be permitted to tax income from the sale and shipment of 
goods into a state. He would have Congress prohibit the use in appor- 
tioning income from interstate business of a receipts factor which 
adopts the state of destination test for sales, and, indeed, his prefer- 
ence is for prohibiting a sales factor altogether.** 

This view is concerned with the possibility of excessively burden- 
some taxation of the out-of-state business which carries on selling 
activities in the state of market and which has no voting power in 
that state. The question of the voting power of a business located in 
a state presents large and complicated problems in modern govern- 
ment which Mr. Britton’s strictures on taxation without representa- 
tion blandly ignore. The local competitor of the out-of-state business 
may be a voteless corporation whose officers may not be residents of 
the state in which the principal business is carried on and whose 
locally-resident employees may or may not be friendly to their em- 
ployer. Nor can one ignore the actual political power and influence 
which votingless large multi-state corporations exercise in some 
states as compared with the actual political power of the local busi- 
ness. 

Whatever the facts as to where political power lies, and where 
it ought to lie, and how all this has in fact affected apportionment, 
we cannot adopt the principle inherent in Mr. Britton’s proposal, 
namely, that the out-of-state business should go wholly or largely 
untaxed with respect to its income derived from within the state 
because of the danger that it will be taxed unfairly. Under this pro- 
posal an income or capital stock tax, for example, could not be ap- 
plied to an out-of-state vendor which engages solely in selling activi- 
ties within the state. Moreover, Mr. Britton’s speculation—and it is 
only that, for he has not supported his thesis by factual data—that 
the states tend to rig their apportionment formulas so as to hit the 
‘‘furriner’’ does not seem to be borne out by apportionment methods 
actually in force. 

If the states had set out to impose the maximum burden on the out- 
of-stater, presumably they would use the destination test of appor- 
tioning sales receipts. Actually, most of the states using sales factors 
in their business tax apportionment do not use the destination test. 
Twenty states do employ that test but a greater number—twenty-one 


43 Britton, Taxation Without Representation Modernized, 46 A.B.A.J. 369, 527 (1960). 
44 Tbid, 
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—apportion sales receipts to negotiation offices or to the office to 
which the salesmen who negotiated the sales were attached. These 
tests, like origination tests of sales receipts apportionment employed 
by states with such widely-varying economic and political character- 
istics as New York, Idaho, Montana, Oklahoma, Vermont, and Vir- 
ginia, would tend to impose the greatest tax on the very businesses 
which have voting power in the taxing state, i.e., the state of manu- 
facturing, warehousing, and principal sales office. This point cannot 
be pressed too far for there are little available data as to the actual 
effect of the statutes and formulas. Nevertheless, on the surface, se- 
rious questions arise as to the underlying assumptions of Mr. Brit- 
ton’s argument. 

His position must be considered, not on the basis of colorful or 
loaded phrases or speculation as to discrimination against out-of- 
state businesses, but on the merits of the destination test. Mr. Brit- 
ton’s position, on its merits, is grounded essentially on the notion 
that the destination rule produces taxation of extra-territorial in- 
come. He concedes that when a foreign business sends salesmen regu- 
larly into the state, no serious due process clause objection can be 
raised as to the taxation of the business or the use of the destination 
test by the market state. On this score I agree. The benefits and pro- 
tection afforded the out-of-state business, which regularly solicits 
sales in the state, ships goods into its borders, obtains payment from 
its local residents, and utilizes the opportunity to use the local courts 
to enforce payment, suggest that under the due process decisions the 
states have adequate basis for taxing the vendor on income derived 
from sources within the state.** And in the light of the singular lack 


45 The regular and continuous solicitation of business in a local market by salesmen at- 
tached to a local office, followed by shipment of goods into the state, does, we know from 
Northwestern and Stockham Valves, satisfy due process taxing requirements. This is the so- 
called ‘‘nexus’’ issue. Will the due process clause be satisfied if traveling salesmen are reg- 
ularly sent into the state but no office is maintained in the state? Does selling by radio or 
television or mail order or telephone establish a sufficient connection to warrant an appor- 
tioned tax? It is not here proposed to consider how far the state power goes, but merely to 
suggest that since the due process problem is one of extra-territorial taxation (the question 
being, ‘‘Is the state reaching beyond its borders to tax income earned outside its bor- 
ders?’’), the earning of the income in the state through itinerant salesmen or radio broad- 
casts or other regular continuous advertising touching the state would seem to satisfy the 
due process requirement. Once the court has cut away from the requirements of the ‘‘ doing 
business’? notions of an earlier era as a sine qua non for taxation, the regular, periodic ex- 
ploitation of the local market should perhaps be adequate to provide a sufficient basis for a 
tax on fairly apportioned income. There are cases suggesting that the due process nexus 
of a state with the transactions to be taxed need not be of the character that lawyers are 
accustomed to in dealing with commerce clause concepts, such as ‘‘ doing business,’’ ‘‘ main- 
tenance of office,’’ ete. See International Shoe Co. v. Washington, 326 U.S. 310 (1945) ; 
Hartman, supra note 2. Moreover, the regular and continuous exploitation of the local mar- 
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of success of taxpayers in attacking apportionment formulas as ap- 
plied to integrated operations carried on between states, such as 
interstate selling, taxpayers’ counsel could hardly be sanguine 
about demonstrating to the Supreme Court that the destination test 
of receipts apportionment is invalid because it taxes extra-terri- 
torial values. 

Turning to the commerce clause objection to the destination test— 
on which Mr. Britton really rests his case—I must respectfully dis- 
agree. The Supreme Court has, it seems to me, largely disposed of 
that point in the Northwestern States Portland Cement and Stock- 
ham Valves cases. For the Court in broad sweep upheld the power 
of a state to tax income derived from exclusively interstate selling 
within the state. The entire underpinning of the Court’s opinion, its 
emphasis on the fact that ‘‘both corporations engage in substantial 
income-producing activity in the state’’ ** through selling efforts, its 
reaffirmation of the West Publishing Company “ case, which it re- 
fused to distinguish by reference to the use of office space or collec- 
tion of accounts, placing the case squarely on the power of the state 
to tax income derived from selling activities, all seem to suggest that 
it is too late in our constitutional development to contend that the 
commerce clause presents any barrier to a state to apportionment of 
receipts derived from sales solicitation and shipment of goods into 
the state. 

There are others, notably Professors Lowell Harriss and Paul 
Studenski, who share Mr. Britton’s view that selling does not pro- 
duce income, and therefore the state of market should not on that 
score exact tribute from the out-of-state seller.*® They argue that in- 
come is produced by manufacturing or mining and by the rendition 
of services by service industries, but that selling produces no wealth 
and should not be taxed. Consequently, they argue that for the state 


ket through sales and deliveries to local customers by means of radio, television, and news- 
paper would appear to afford more substantial ‘‘ benefits’’ and ‘‘protection’’ to the inter- 
state vendor than the apparently slight connections with the state found by the Supreme 
Court in the property and death tax cases to be sufficient to support the state’s power of tax- 
ation under the due process clause. Cf. Greenough v. Tax Assessors of City of Newport, 331 
U.S. 486 (1947) ; State Tax Commission v. Aldrich, 316 U.S. 174 (1942) ; see Curry v. Me- 
Canless, 307 U.S. 357 (1959). Cf. General Trading Co. v. State Tax Commission, 322 U.S. 
335 (1944) ; Miller Bros. Co. v. Maryland, 347 U.S. 340 (1954) ; and Seripto, Inc. v. Carson, 
362 U.S. 207 (1960). 

46 Northwestern States Portland Cement Co., etc., supra note 1, at 465. 

47 West Publishing Co. v. McColgan, 328 U.S. 823 (1946). 

48 Harriss, Interstate Apportionment of Business Income, 49 Am. Econ. REv. 399 
(1959) ; Harriss, Economic Aspects of Interstate Apportionment of Business Income, 37 
TaxEs 327 (1950); Studenski and Glasser, New Threat in State Business Taxation, 36 
Harv. Bus. REv. 77 (1958). 
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of destination to tax income from sales through the destination rule 
is reaching beyond its boundaries in taxing wealth-producing activi- 
ties outside the state. This position, which is grounded in a theoreti- 
eal economic analysis of factors going into the production of wealth, 
is not relevant to the determination of the factors going into the pro- 
duction of income or to the factors that warrant state taxation of 
income. 

Perhaps selling does not create wealth in the sense of physical 
production ; nevertheless, it certainly is an integral part of the pro- 
duction of income. If we were to adopt the narrow view that only 
activities that find their way into the final product or service pro- 
duced are to be taken into account in taxation, then we would be 
obliged to ignore a large part of the executive and management per- 
sonnel of business, financing, accounting, personnel relations, and a 
host of other activities that are essential to the integrated income- 
producing process. 

We cannot ignore the benefits and protection given by the states 
and the necessary services provided by local governments to main- 
tain the increasing body of personnel in our modern economic system 
who are not directly involved in physical production or in the rendi- 
tion of services. Madison Avenue and the entire advertising indus- 
try, on which it is estimated ten billion dollars were spent in 1959 
to sell goods and services, and the vast army of sales staffs provide 
unmistakable evidence that the business world regards selling as an 
essential part of the production of income, or put otherwise, of the 
conversion of wealth into income. In short, from any realistic point 
of view the state in which selling activities take place, into which 
goods are shipped, and from which there is a constant flow of cash 
from the buyer to the seller, has adequate economic, as well as con- 
stitutional, basis for taxing a portion of the income realized.*® 

Finally, the destination test commends itself on a pragmatic basis. 
The states in which manufacturing and warehousing take place, the 
states in which executive, accounting, and administrative personnel 
carry on their functions, obtain a heavy weighting in most multi- 
factor apportionment formulas, and therefore there is apportioned 
to such states a substantial part of existing tax measures. If the 
market state is to share to any significant extent in the tax revenues, 
the sales factor and the destination test afford a workable means to 
achieve that result. Moreover, that test sets up a standard not easily 
avoided under a properly drafted formula, a fact of no little signifi- 
cance in this area. 


49 See Kust, supra note 5, 
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There is one final comment which I should like to make concerning 
state taxation of income of interstate business. Although extensive 
study and thought have been given to the problem of apportionment 
by various organizations and students of the field over a number of 
decades, we nevertheless have an embarrassingly small amount of 
data available. Many state tax administrators fear that a Congres- 
sional requirement that uniform formulas be adopted as a condition 
to taxing interstate businesses would hurt their states’ revenues. 
Businessmen are worried that their state tax burdens will increase 
under modified uniform formulas and that their costs of compliance 
will rise. But we are actually in the dark as to the effect on the states 
and on taxpayers of various types of formulas which might serve as 
a basis for uniform apportionment. A few studies based on small 
samples dealing with these matters have been made, but they are the 
merest beginning at ascertaining the facts. 

I suggest that the Congressional Committees charged with the task 
of dealing with the problem can make an important contribution by 
undertaking, in cooperation with the states and with business organ- 
izations, major studies to determine the extent of taxes now being 
paid by interstate businesses, which businesses are unfairly bur- 
dened by multiplicity of taxation, which businesses are bearing their 
fair share of the tax burden, how local businesses are affected by the 
tax position of their out-of-state competitors, how various possible 
uniform formulas would affect the states and various industries, and 
how the over-all problems of administration, compliance, and audit- 
ing can be more effectively handled. Such studies would not only con- 
tribute to the ultimate solution to be adopted, but they may be an 
essential preliminary to Congressional legislation by alleviating un- 
founded fears among the states and businessmen as to the effects of 
Congressional action and mandatory uniform apportionment. 

















Curacao Investment Companies: 
Some Shoals in a Tax Haven 
J. BLAKE LOWH, JR. 


10 IVE years ago the Caribbean island of Curacao probably evoked 
less interest among tax lawyers than did the delicate liqueur bearing 
the same name. Situated forty miles off the northern coast of Vene- 
zuela Curacao has been a storage and refining base for Royal Dutch 
Pete, as well as an important source of guanos and woven hats. It is 
also the chief island in the Netherlands Antilles group,’ a fact which 
took on major significance when, in 1955, the Income Tax Convention 
with the Netherlands was extended to the Netherlands Antilles.” 
Within two years approximately two hundred investment com- 
panies were flourishing in the Netherlands Antilles, and their forma- 
tion there has proceeded apace. Three articles in the treaty were 
responsible for this remarkable rate of corporate procreation. Ar- 
ticle VII reduces from 30 to 15 per cent the United States withhold- 
ing tax on dividends paid by a United States corporation to a resi- 
dent or corporation of the Antilles not engaged in business in the 
United States through a permanent establishment. Under Article 
VIII interest so paid is completely exempt from United States tax, 
except interest derived from real estate or real estate mortgages.* 
Article XII declares that dividends and interest paid out by an 
Antilles corporation are exempt from United States tax unless the 
recipient is a citizen, resident, or corporation of the United States. 
These provisions attracted an appreciable number of non-resident 


J. BLAKE Lowe, JR. (LL.B., Virginia Law School, 1956; LL.M. in Taxation, New York 
University, 1960) is a member of the Virginia and New York Bars and is a member of the 
Legal Department of The New Jersey Zine Company. 

1 Aruba, Bonaire, Curacao, Saba, St. Eustatius, and St. Martin. 

2 Convention With the Kingdom of The Netherlands With Respect to Taxes on Income 
and Certain Other Taxes, April 29, 1948, 62 Stat. 1757, T.I.A.S. No. 1855, 1950-1 Cum. 
BuLL. 92, extended by supplementary protocol, June 15, 1955, 6 U.S.T. & O.L.A. pt. 3, 3696, 
operative retroactively on and after Jan. 1, 1955. 

8 Also not exempted is interest paid by a United States corporation if more than 50 per 
cent of its voting power is controlled by the payee corporation. Income Tax Convention with 
the Netherlands, Art. VIII, 62 Stat. 1761, T.I.A.S. No. 1855 (April 29, 1948), 1950-1 Cum. 
BULL. 95. 
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aliens and prospective non-residents who prefer United States in- 
vestments, especially when it was found that the Antilles had con- 
veniently amended its income tax law in 1953 reducing to a flat 2.4 
per cent the tax rate on income of Antilles investment companies de- 
rived from non-Antilles securities.* In 1958 a law was promulgated 
by the Netherlands Antilles providing that the tax rate in force 
when an Antilles investment company is established may not be in- 
creased for ten years thereafter.’ Antilles (Curacao) investment 
companies pay no home-grown taxes on the distribution of dividends, 
payment of interest, capital (other than the annual registration 
fee), capital gains, or on the transfer of shares of stock.* Further- 
more, there is no exchange control problem. Under the Foreign Ex- 
change Ordinance of 1940, the Exchange Control Board has consist- 
ently granted individual exemption for exchange acquired from 
non-residents of the Antilles for investment in such Curacao invest- 
ment companies, and the Board has ruled that in the event this 
exemption is ever withdrawn, there will then be a three-month grace 
period during which Curacao companies funded with such exchange 
can liquidate assets and pull stakes free of exchange regulation.” 

To non-resident alien investors, whether or not Antillians,® the 
formation of a Curacao investment company seemed the ideal play 
to finesse the larger United States tax otherwise withheld. Non-resi- 
dent aliens who formerly lost 30 per cent of their United States in- 
come to the Treasury were eager to substitute a total tax cost of 17 
per cent on dividends (15 per cent withheld, plus 2.4 per cent of the 
85 per cent remitted) and only 2.4 per cent on interest.® Those whose 
United States income exceeded the $15,400 ceiling, which for indi- 


4 NATIONAL ORDINANCE ON ProriT Tax ch. 1, arts. 14(1) and 15(2) (1940) (Publication 
Sheet 1955, No. 140). Article 15(2) sets a rate of 24 per cent on the first Af.100,000 ($53,- 
050) of net profits and 30 per cent on the excess. Article 14(1) provides that the tax rate for 
investment companies shall be one-tenth of the Article 15 rates. 

5 National Ordinance of October 20, 1958 (Publication Sheet 1958, No. 133). Investment 
companies established prior to Oct. 30, 1958, the effective date of the Ordinance, are also 
covered but their ten-year period commences with their first fiseal year ending after June 
30, 1956. 

6 GIBBONS, TAX Factors IN BASING INTERNATIONAL BUSINESS ABROAD 118, 124-125 
(1957). This excellent treatise thoroughly analyzes the local taxes and corporate organiza- 
tion costs in thirteen tax haven countries, including the Netherlands Antilles. 

7 Ruling of Foreign Exchange Control Board of the Netherlands Antilles, Mar. 5, 1955. 
Individual exemption rulings state in effect that for exchange control purposes the Curacao 
company will be considered a non-resident of the Antilles provided its owners are non-resi- 
dents of the Antilles. 


8 See discussion p. 179 infra. 
9 I.R.C. § 871(a) (1954). 
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vidual recipients triggers the regular United States tax rates, stood 
to gain even more by the intervention of the Curacao corporate re- 
cipient.’® A non-resident foreign corporation pays no United States 
capital gains tax." As an added fillip, the intervention of such a cor- 
poration bars the estate tax otherwise imposed on United States in- 
vestments held directly by a non-resident alien ; ?* and the sharehold- 
ers of a Curacao corporation who are not residents of the Antilles 
are exempt from Curacao inheritance taxes." 

But warning signals were soon run up." Writers flagged several 
sections of the 1954 Code, which could not only scuttle potential tax 
savings, but which could serve to deluge such investors with truly 
disastrous tax consequences. Despite such warnings, no cases have 
thus far been reported to confirm the risks. Perhaps the danger may 
be thought illusory; or perhaps non-resident alien investors using 
this device would prefer, when challenged by the Treasury, to pay 
an alleged deficiency rather than risk notoriety and possible embar- 
rassment with the taxing authorities in their country of residence.” 
This article will attempt to spell out the very real tax hazards con- 
fronting the non-resident alien who would fund a Curacao corpora- 
tion so that its United States investments may yield up their income 
at less than the usual 30 per cent tax attrition. Since it would appear 


10 Compare I.R.C. § 871(b) with § 881(a) (1954). 

11 I.R.C. § 881(a) (1954); Reg. See. 1.1441-2(a) (3) (1960) ; H.R. Rep. No. 2475, 74th 
Cong., 2d Sess. 9-10 (1936) ; S.Rep. No. 2156, 74th Cong., 2d Sess. 21 (1936). If the in- 
vestment account is to be at all active, trading discretion should be centered outside the 
United States. See Income Tax Convention, note 2 supra, art. II(1) (i) ; Rev. Rul. 55-282, 
1955-1 Cum. BuL. 634; I.R.C. § 871(c) (1954). Compare Fernand C. A. Adda, 10 T.C. 273, 
aff’d, 171 F.2d 457 (4th Cir. 1948), cert. denied, 336 U.S. 952 (1949), with Edward A. Neu- 
man de Vegvar, 28 T.C. 1055 (1957), and Chang Hsiaio Liang, 23 T.C. 1040 (1955). See note 
32 infra. 

12 T.R.C. §§ 2101 and 2104(a) (1954). 

13 Inheritance Tax Law of July 16, 1908 (Publication Sheet 1908, No. 48). 

14 Alexander, Foreign Personal Holding Companies and Foreign Corporations That Are 
Personal Holding Companies, 67 YALE L.J. 1173 (1958) ; Rado, Foreign Investment Com- 
panies and Subchapter G Penalties, 35 Taxes 423 (1957); Rowen, Tax Alternatives of a 
Nonresident Alien, 34 Taxes 465 (1956); Gibbons, Tax Effects of Basing International 
Business Abroad, 69 Harv. L. Rev. 1206 (1956) ; Brainerd, U. 8. Income Taxation of the 
Foreign Holding Company, 34 TaxeEs 231 (1956). 

15 An example is furnished by the non-resident alien whose Panamanian corporation 
owned interest-bearing notes of a United States enterprise. When the Income Tax Conven- 
tion with the Netherlands was extended to the Antilles he saw an opportunity to eliminate 
United States withholding tax. He caused a Curacao investment company to be formed and 
then had the Panamanian corporation transfer its notes to the Curacao company in ex- 
change for all of the latter’s shares. Upon learning of this, the Service simply mailed a 
notice of deficiency for 30 per cent withholding directly to the non-resident alien investor. 
The non-resident alien promptly paid the deficiency and declined contest. 
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the tax treatment to be accorded United States dividend income is 
quite distinct from that granted United States interest income, the 
two will be taken up in the order mentioned. 


DiviwenpD INcOoME 


Only by the use of a corporation can the non-resident alien investor 
secure the advantages described above. Therefore, the potential tax 
hazards are to be found under Subchapter G, entitled Corporations 
Used to Avoid Income Tax on Shareholders. 

Subchapter G is divided basically into three parts, each related but 
mutually exclusive.’* Each part describes a corporate situation to 
which its particular penalty will apply. The three penalties are per- 
sonal holding company tax, accumulated earnings tax, and foreign 
personal holding company income. All three are aimed at the corpo- 
ration which does not regularly distribute profits. The first two are 
penalty taxes imposed on the corporation; the third impinges only 
on United States shareholders. A fourth part of Subchapter G con- 
cerns the dividends paid deduction, which offers a potential means 
of relief from each of the two corporate penalty taxes. To gain the 
benefit of this deduction, however, the corporation is required to file 
a complete return.” The resultant listing of the securities held in the 
Curacao company’s portfolio would not be weleomed by many non- 
resident alien investors who may not have been entirely candid with 
the tax authorities in their country of residence. For the Curacao 
investment company to be feasible, the non-resident alien investor 
must be prepared to file a corporate return, or the corporation must 
somehow escape the impact of the two corporate penalty taxes. 

When in 1948 the Income Tax Convention with the Netherlands 
came before the Senate for ratification, it contained a provision, 
Article XIII, designed to exempt corporations controlled by Nether- 
lands’ residents from the penalty taxes on accumulated earnings or 
undistributed profits. That article was not adopted by the Senate."® 
It was this treaty as adopted which was extended to the Antilles in 
1955. Clearly then, such taxes have the same application to Curacao 
corporations at the present time as before the treaty’s extension. 
But the extent of this application has never been entirely clear. And 
when one experiments with the application of these taxes to Curacao 


16 Tf any one of Part I, Part II, or Part III of Subchapter G applies, the other two Parts 
cannot apply. I.R.C. §§ 532(b) and 542(¢)(5) (1954). 

17 Reg. Secs. 1.535-1(b) (1959), 1.545-1(b) (1959), 1.561-2(¢) (1958), 1.6012-2(a) 
(1), (b), and (g)(1) (i) (1959). 

18 Exec. Rep. No. 11, 80th Cong., 2d Sess. (1948), CCH, Tax TREATIES J 5852. 
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corporations, it is found that the Code provisions which impose them 
do not integrate nicely with the three above-mentioned treaty ar- 
ticles. In fact, the reaction from the attempted fusion not infre- 
quently yields anomalous results. 


PrersonaLt Hoitpinc Company Tax 


Because the tax-saving device of the Curacao corporation essen- 
tially envisions an incorporated pocketbook, the key Code provisions 
to guard against are those concerning the personal holding company. 
To be classified a personal holding company a corporation need sat- 
isfy only two conditions: !° (1) more than 50 per cent in value of its 
outstanding stock is owned, directly or indirectly, by five or fewer 
individuals, and (2) 80 per cent of its gross income from United 
States sources *° is ‘‘personal holding company income,’’ meaning, 
in general, investment-type income from United States sources plus 
net gains from sales effected in the United States.” That the corpo- 
ration is foreign owned and of foreign domicile is immaterial.” If it 
satisfies the two conditions it is a personal holding company. 

The extension of the treaty with the Netherlands to the Antilles 
does not declassify a Curacao corporation which is a personal hold- 
ing company. It is true that dividends paid out by a Curacao corpo- 
ration to non-resident alien shareholders are exempt from further 
United States tax under Article XII of the treaty. But the argument 


19 I.LR.C. § 542(a) (1954). Specifically excepted are certain monied corporations. I.R.C. 
§ 542(c) (1954). 

20 Section 882(b) (1954) limits ‘‘gross income’’ of a foreign corporation to United 
States source income. See discussion p. 191 infra. 

21 At first blush, the Regulations seem contradictory regarding the inclusion in income of 
capital gains from sales of securities effected in the United States. Section 881 (1954) 
states that in lieu of the section 11 tax non-resident foreign corporations are taxed only on 
‘‘fixed or determinable annual or periodic gains,’’ plus gains from certain timber and goal 
sales. Gains from the sale of securities are not in the quoted categories. Reg. See. 1.1441-2 
(a) (3) (1960). And only income specified in section 881 is included in the gross income of 
a non-resident foreign corporation. Reg. Sec. 1.882-2(b) (1957). Nevertheless, Reg. Sec. 
1.543-1(b) (5) (i) (1958) includes same for the purpose of defining a personal holding com- 
pany, and Reg. Sec. 1.541-1(b) (1958) states that a non-resident foreign corporation which 
is a personal holding company is subject to personal holding company tax on United States 
source income even though such income is not of the type specified in section 881. The Serv- 
ice very early explained that while the tax under section 881 is in lieu of section 11 tax, it is 
not in lieu of the section 541 (1954) personal holding company tax, but that the section 541 
tax is in addition to the tax imposed by section 881. Therefore, for purposes of the personal 
holding company tax, gross income is computed under section 861 (1954), which includes 
capital gains, rather than under section 881, which excludes capital gains. G.C.M. 18077, 
1937-1 Cum. BuLu. 123. See also Reg. Secs. 1.882-2(a) and 1.861—7(a) (1957) ; Carding 
Gill, Ltd., 38 B.T.A. 669 (1938). 

22 Reg. Secs. 1.541-1 (1958) and 1.881-1(e)(3) (1957); Fides, A. G., 47 B.T.A. 280 
(1942), aff’d, 137 F.2d 731 (4th Cir.), cert. denied, 320 U.S. 797 (1943). 
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that the personal holding company tax was designed solely to squeeze 
earnings out of a corporation having shareholders who are subject 
to United States surtax has been made and lost.?* Nor does the 
treaty’s reduction of the dividend withholding rate from 30 per cent 
to 15 per cent argue for change. The Service has taken the position 
that the personal holding company tax is not a tax on dividends but 
on undistributed profits ; hence a treaty limiting the tax on dividends 
paid to a Curacao company cannot be construed to relieve the addi- 
tional tax on its accumulated or undistributed profits.** 

A foreign corporation classified as a personal holding company is 
taxable on income only from United States sources. The full measure 
of the personal holding company tax is not merely personal holding 
company income, but ‘‘undistributed personal holding company in- 
come.’’ The latter includes all undistributed taxable income (which 
includes non-personal holding company income) less a number of 
specific deductions, such as the dividends paid deduction and one 
which in effect excludes long-term capital gains, and less the divi- 
dends paid deduction.” However, if no return is filed, the Treasury’s 
position is that the penalty rates apply to gross income from United 
States sources, whether or not the same is distributed.”® 

Thus, the Curacao corporation which is a personal holding com- 
pany is faced with a separate penalty tax of 75 per cent on the first 
$2,000 of undistributed taxable income (or gross income if no return 
is filed) and 85 per cent on all such income exceeding $2,000.7* No pru- 
dent stockholder of such corporation would risk detection of so ruin- 
ous a tax liability. The preferred solution would be to eschew per- 
sonal holding company status and all its worrisome reporting re- 
quirements. This cannot be done merely by scattering the corporate 
stock among non-United States relatives or controlled entities so 
that more than 50 per cent of the stock is owned by more than five in- 
dividuals. The personal holding company provisions include a set of 
constructive ownership rules which nullify such allotments.”* It can 
be done quite simply by investing most of the company’s funds in 
European or Canadian securities, many of which offer more attrac- 


23 Fides, A. G., supra note 22. Reg. Sec. 1.541-1(a) (1958) states, in part, ‘‘. .. the 
personal holding company tax imposed by section 541 applies to all personal holding com- 
panies as defined in section 542, whether or not they were formed or availed of to avoid 
income tax upon shareholders. ’’ 

24 T.T. 4099, 1952-2 Cum. Buu. 117 (in part) ; Special Ruling, April 9, 1952, CCH, Tax 
TREATIES {| 7452.70. 

25 T.R.C. § 545 (1954) ; Reg. Sec. 1.545-2(e) (1) (1959). 

26 See note 17 supra. 

27 I.R.C. § 541 (1954). 

28 T.R.C. § 544 (1954). 
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tive yields and growth potential than are to be found in United States 
securities. Expressly excepted from the definition of a personal hold- 
ing company is a foreign corporation wholly owned by non-resident 
aliens which derives less than 50 per cent of gross income from 
United States sources.”® This expedient raises questions concerning 
the taxes of other countries and our treaties with them, which are be- 
yond the scope of this article. 

Avoiding personal holding company status. Another solution 
would be to remove one of the two pillars supporting personal hold- 
ing company status. Since ownership of the corporation’s stock is a 
practical necessity, the 80 per cent personal holding company income 
pillar must be dislodged. This can be done by arranging for 20 per 
cent or more of the corporation’s United States source income to be 
other than personal holding company type of income. 

While income may be derived from engaging in business in the 
United States, personal holding company status cannot be avoided 
by this means without losing all treaty benefits. If the corporation en- 
gages in business here without utilizing a permanent establishment, 
it becomes a resident foreign corporation and will ordinarily be tax- 
able at regular corporate rates on this business income.*® However, 
this income is exempt under Article III of the treaty where there is 
no permanent establishment. Being treaty-exempt income, it will not 
be included in gross income from United States sources and there- 
fore cannot qualify as a percentage of gross income of the non-per- 
sonal holding company type.*' On the other hand, to engage in busi- 
ness in the United States through a permanent establishment would 
forfeit all treaty benefits.** Thus, personal holding company status 
cannot be undone by doing business in the United States. The only 
effect would be detrimental, in that with residency the foreign corpo- 
ration becomes taxable on capital gains arising from sales of securi- 
ties in the United States.* 

It is possible, however, for the corporation to derive 20 per cent or 
more non-personal holding company income from sources within the 
United States without being ‘‘engaged in trade or business within 


29 T.R.C. § 542(c) (10) (1954). 

80 I.R.C. § 882(a) (1954). 

81 T.R.C. § 894 (1954). 

82 Income Tax Convention, supra note 2, arts. VII and VIII. Article II(1) (i) of the Tax 
Convention (supra note 2) defines ‘‘ permanent establishment.’’ The term does not include 
dealing through an independent commission agent or broker or through a hired agent as 
long as he is not permitted to exercise general authority to negotiate and conclude contracts 
and does not maintain a stock or merchandise in the United States. See Comm’r v. Consoli- 
dated Premium Iron Ores, Ltd., 265 F.2d 320 (6th Cir. 1959), affirming 28 T.C. 127 (1957). 

33 Reg. Sec. 1.882-2(¢) (2) (1957). 
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the United States.’’ ** The corporation may sell goods to United 
States buyers, giving rise to United States source income under sec- 
tion 861(a)(6) when title and risk of loss pass in this country.” To 
avoid engaging in trade or business within the United States, the 
seller should itself abstain from active solicitation here. While the 
maintenance in this country of an office, broker, or agent limited to 
disseminating information and forwarding orders for acceptance 
elsewhere is not in and of itself enough to meet the test of ‘‘doing 
business, ’’ it is suspect.*® When active solicitation occurs, the test is 
met.*? 

By not engaging in business in the United States, the corporation 
retains its non-resident status. The treaty rate of tax will continue to 
be withheld from its fixed investment income.** Aside from Subchap- 
ter G taxes, there is no Code provision taxing United States source 
income of a non-resident foreign corporation which is not ‘‘fixed or 
determinable annual or periodical’’ income.* Here the sales income 


34 ‘Engaging in trade or business within the U. S.’’ is cursorily discussed in Reg. Sec. 
1.871-8 (1957). More descriptive of the Treasury’s attitude is this statement in G.C.M. 
18835, 1937-2 Cum. Buu 141: ‘‘Generally, any activities beyond the mere receipt of in- 
come from property, and the payment of organizational and administrative expenses inci- 
dental to the receipt and distribution thereof constitutes engaging in business within the 
meaning of [sections 881 and 882]... .’’ See Continental Trading Inc., 16 TCM 724 (1957), 
aff’d, 265 F.2d 40 (9th Cir.), cert. denied, 361 U.S. 827 (1960). 

85 United States v. Balanovski, 236 F.2d 298 (2d Cir. 1956), reversing in part 131 
F.Supp. 898 (S.D.N.Y. 1955), cert. denied, 352 U.S. 968 (1957), rehearing denied, 352 
U.S. 1019 (1957), res judicata, 18 TCM 225 (1959); Amtorg Trading Corp. v. Higgins, 
150 F.2d 536 (2d Cir. 1945) ; Comm’r v. East Coast Oil Co., 8.A., 85 F.2d 322 (5th Cir.), 
cert. denied, 299 U.S. 608 (1936); American Food Products Corp., 28 T.C. 14 (1957); 
Ronrico Corp., 44 B.T.A. 1130 (1941) ; Reg. Sec. 1.861-7(¢) (1957) ; G.C.M. 25131, 1947-2 
Cum. BULL. 85; 58-6 CCH { 6826; see also Rado, Foreign Corporation: Its Role in the Tax- 
ation of Income from International Trade, 10 Tax L. Rev. 307, 320 (1955); Allan and 
Coggan, Aliens and the Federal Income Tax, 5 Tax L. REv. 253, 268 (1950). Note that the 
Uniform Commercial Code provides that in most import-export transactions risk of loss 
shifts to the buyer when goods are shipped unless the sales contract is to the contrary. UNI- 
FORM COMMERCIAL CopE §§ 2-320 and 2-509. 

86 Linen Thread Co., Ltd. v. Comm’r, 128 F.2d 166 (2d Cir.), cert denied, 317 U.S. 673 
(1942). And see Linen Thread Co., 14 T.C. 725 (1950) ; Piedras Negras Broadcasting, 43 
B.T.A. 297 (1941) (six dissents), aff’d, 127 F.2d 260 (5th Cir. 1942) (one dissent) ; Estate 
of B. W. Cadwallader, 13 T.C. 214 (1949) ; Scottish American Investment Co., Ltd., 12 T.C. 
49 (1949) (six dissents) ; I.T. 3260, 1939-1 Cum. Buty. (Part 1) 191. An exclusive or del 
credere United States agent is not a commission agent but an ordinary agent which would 
cause the foreign corporation to be engaged in business in the United States. G.C.M. 21219, 
1939-1 Cum. BULL. (Part 1) 201. See Rev. Rul. 55-282, 1951-1 Cum. Buti 634. 

87 United States v. Balanovski, supra note 35. Compare O.D. 586, 3 Cum. BuLL. 284 
(1920), with A.R.R. 723, I-1 Cum. Buny. 113 (1922), and I.T. 1359, I-1 Cum. Buu. 292 
(1922), followed in I.T. 3061, 1937-1 Cum. But. 114. 

88 Reg. Secs. 1.881-2(f) (1957) and 1.871-7(e)(3) (1960); Reg. Sec. 7.857(a) (1) 
(1950), T.D. 5778, 1950-1 Cum. Butt. 92. 

39 T.R.C. § 881(a) (1954). 
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is added to gross income from United States sources, but without a 
tax thereon,*° which is to be distinguished from income freed of a tax 
by treaty protection and thus excluded from gross income from 
United States sources. If such sales income annually represents 20 
per cent or more of the sum of such income, plus dividends and cap- 
ital gains from United States securities, the company is not a per- 
sonal holding company. The Antilles tax on the company’s total in- 
come will be computed in two parts by applying the regular rates to 
the non-investment income base and, independently, applying the 
reduced rates to the investment income base.*! In order to assure that 
the Curacao corporation can earn such sales income without losing 
preferential treatment on its investment income, a favorable ruling 
should be obtained from the Antilles Inspector of Taxes.** 

A considerably less bothersome though perhaps less substantial 
means of escaping personal holding company status is to convert 
the corporation into a ‘‘foreign personal holding company.’’ There 
is no foreign personal holding company tax as such, and a corpora- 
tion is expressly saved from being a personal holding company by 
the very fact of its being a foreign personal holding company.** 

There are but two conditions requisite to classifying a foreign 
corporation as a foreign personal holding company: (1) more than 
50 per cent in value of its outstanding stock is owned, directly or in- 
directly, by five or fewer individuals who are United States citizens 
or residents, and (2) 60 per cent of world income is ‘‘foreign per- 
sonal holding company income,’’ almost identical in meaning to 
‘‘nersonal holding company income.’’ ** The Treasury’s single in- 
terest in so classifying a foreign corporation is that each actual 
United States shareholder must include in income his pro rata share 
of undistributed foreign personal holding company income.*® 

Foreign personal holding companies are governed by the same set 
of constructive ownership rules which apply in the case of personal 
holding companies.** These rules are cast in the imperative tense and 


40 Reg. Sec. 7.854(b) (1950), T.D. 5778, 1950-1 Cum. BuLL. 92. The same is true of cap- 
ital gains, but capital gains are personal holding company income. I.R.C. § 543(a) (2) 
(1954). 

41 NATIONAL ORDINANCE ON Prorit Tax ch. 1, art. 15(4) (1940) (Publication Sheet 1955, 
No. 140). See note 4 supra. 

42 Id. art. 14(3). Such rulings are readily obtained, but are conditioned upon the corpo- 
ration’s following precisely the detailed accounting practice instructions regarding alloca- 
tion of expenses which are set forth in the ruling. 

43 Reg. Sec. 1.552-1(b) (1958). 

44 T.R.C. § 552(a) (1954). See note 113 infra. 

45 I.R.C. § 551(a) (1954). 

46 The 1954 Code and Regulations thereunder do not spell out the rules in the case of a 
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their application is therefore mandatory.*’ Ownership of the corpo- 
ration must be attributed to the family and partners of the real 
owner whenever the effect is to make the corporation a foreign per- 
sonal holding company.** If the non-resident alien investor has a 
brother, sister, spouse, ancestor, or lineal descendant who is a citizen 
or resident of the United States, such investor’s stock in a Curacao 
corporation will be deemed owned by the American relative.*® As- 
suming the investor owns more than 50 per cent in value of the com- 
pany’s outstanding stock and the foreign personal holding company 
income condition is met, the company will be classified as a foreign 
personal holding company and not a personal holding company. 
While the American relative would not be saddled with any addi- 
tional income, section 6035(b) and Regulations thereunder do ex- 
pressly require that he return on Form 957 extensive corporate in- 
formation, as well as names, addresses, and holdings of actual stock- 
holders.® A harsh penalty attaches to wilful failure to file this re- 
turn."! 

The non-resident alien investor who has no American relative 
must turn to the partnership attribution rules.®* Should he find him- 
self a general or limited partner in a partnership with a citizen or 
resident of the United States, all his Curacao company stock must be 
attributed to his American partner, with results identical to his hav- 
ing an American relative.®? While section 6035(b) expressly obli- 





foreign personal holding company, but utilize the incorporation by reference technique to 
traasport the constructive ownership rules from Part II of Subchapter G, covering per- 
sonal holding companies, to Part III, covering foreign personal holding companies, thus 
making necessary an interpolation of terminology. See I.R.C. § 554 (1954), incorporating 
I.R.C. § 544. See Reg. 118, Sec. 39.333 (a)-1 and (a)-5, which requires no interpolation. 

47 Reg. Sec. 1.552-3(a) (1958) declares that ‘‘the ownership of stock must be deter- 
mined under the rules prescribed by section 544.’’? (emphasis added) See also Rev. Rul. 
59-43, 1959-1 Cum. BuL. 146. 

48 T.R.C. § 544(a) (4) (A) (1954). 

49 T.R.C. § 544(a) (2) (1954). 

50 Reg. Sec. 1.6035-2(a) (1959). This information might embarrass a direct shareholder 
residing in a country with which the United States had concluded a tax treaty embodying 
the now customary provision for assistance in collection of tax. Oddly enough, there is no 
requirement that the address reported be the shareholder’s domiciliary or even residence 
address. 

51 T.R.C. § 7203. (1954). 

52 T.R.C. § 544(a) (2) (1954). An ‘‘association’’ for tax purposes is defined in Reg. Sec. 
301.7701-2 (1960). 

53 There is some reason to doubt that the constructive ownership rules would necessarily 
apply to the non-resident alien who simply purchases a limited partnership unit in a real 
estate syndication composed of perhaps one hundred or more partners. The reason Congress 
broadened the constructive ownership rules to include an individual’s partner as well as his 
family is because of the close business relationship existing between members of a partner- 
ship. H.R. Rep. No. 1546, 75th Cong., Ist Sess. 7 (1937). Except under limited circum- 
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gates the American relative who is a constructive shareholder to file 
an information return, it is silent with respect to an American part- 
ner who is a constructive owner. The Regulations * apparently limit 
individual attributed ownership to family members for purposes of 
section 6035. From this it would appear that the American partner 
need not file the information return. 

It should be noted here that a non-resident alien individual is con- 
sidered to be engaged in trade or business within the United States 
if he is amember of a partnership which is so engaged.” If he has any 
taxable income from United States sources, he would be obliged to 
file an individual return thereon. His dividend income from a Cu- 
racao corporation, however, is completely exempt and need not be 
reported. 

It is an interesting speculation whether a foreign corporate parent 
of a Curacao corporation could convert the Curacao corporation 
from a personal holding company to a foreign personal holding com- 
pany by the parent forming a partnership with an American indi- 
vidual.®’ Here again it would be necessary for the parent to file a 
corporate return if the partnership yielded taxable income.™ 

While many practitioners are of the opinion that the Service has 
no discretion in the application of the constructive ownership rules, 
there is no assurance that the Service will blithely accept its obliga- 
tion in those circumstances where constructive ownership is patently 
contrived to convert a personal holding company into a foreign per- 
sonal holding company. If the Service ignores the rules of construc- 
tive ownership, the corporation will remain a personal holding com- 
pany. Having presumed that foreign personal holding company 


stances real estate syndication units are treated as a public offering by the Securities Ex- 
change Commission. 15 U.S.C. § 77(b)(1) (1958); advisory opinion by Paul Windells, 
N.Y. City Regional Office of S.E.C. The partnership need not be related to the activities of 
the corporation. See Medical-Surgical Group, 33 T.C. 888 (1960). Note that if the investor 
selected as a partner another non-resident alien who had under the terms of the partner- 
ship a greater than 50 per cent interest therein, and who also happened to have a relative 
(brother, sister, spouse, ancestor, or lineal descendant) who was a citizen or resident of the 
United States, the reapplication of constructive ownership rule would create a United 
States group of five or fewer individuals constructively owning more than 50 per cent of the 
stock, likewise making the corporation a foreign personal holding company. I.R.C. § 544(a) 
(5) (1954). 

54 Reg. Sec. 1.6035-2(a) (1959). 

55 I.R.C. § 875 (1954). 

56 Reg. Sec. 1.6012-1(b) (3) (1960); Axel Holmstrom, 35 B.T.A. 1092 (1937), appeal 
dismissed, 94 F.2d 747 (3d Cir. 1938). 

57 Compare I.R.C. § 544(a) (1) (1954) with LR.C. § 544(a) (2) (1954). 

58 Reg. Sec. 1.6012-2(g) (1) (i) and (g) (2) (1959) ; Cantrell & Cochrane, Ltd., 19 B.T.A. 
16 (1930). 
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status relieved it of filing a return, the corporation would be liable 
for personal holding company taxes upon gross income without any 
dividends paid deduction. Deficiency dividends can expunge this tax, 
but interest and penalties would still be computed on the gross 
amount.*® 

Acquiescing in personal holding company status. None of the 
above means of avoiding personal holding company status has been 
prevalent in practice. Rather, the pattern is to distribute income of 
the Curacao corporation to a parent corporation, trust, or account, 
which may be conveniently located in a land free of any income tax." 
This procedure, however, is not a complete answer to the personal 
holding company problem. By paying out all income, it had been 
thought there would then be no undistributed personal holding com- 
pany income left to tax and, consequently, no return due. Those of 
this view apparently were reluctant to believe that the Regula- 
tions ®* proposed to deny the dividends paid deduction, as well as 
more conventional deductions, to the foreign corporation which filed 
no income tax return. But a recent Revenue Ruling manifests the 
intention of the Service to do precisely that.®* Presumably many 
Curacao corporations or their dividend recipients may even now be 
liable for enormous amounts in unpaid personal holding company 
taxes plus interest and penalties thereon.™ 

Even where a Form 1120NB report of income was filed, there re- 
mained doubt that it alone would be considered a ‘‘return’’ unless 
there was attached to it the troublesome Schedule 1120PH report on 
shareholders.® However, in the same recent Ruling which explicitly 
deprives the Curacao corporation of a dividends paid deduction for 
failing to file a return, there is clarification of what is meant by ‘‘a 
return.’’ Where ‘‘areturn”’ is filed without an accompanying Sched- 
ule PH, the penalty will be an extension of the statute of limitations 
on assessment of personal holding company tax, if any, to six years 

59 T.R.C. § 547(a) (1954) ; see also note 64 infra. 

60 The Service can obtain records relating to the accounts of a bank customer which are 
physically located in a foreign branch of a United States bank by service of summons on 
the United States bank. First Nat. City Bank of N. Y. v. Internal Revenue Service, 271 F.2d 
616 (2d Cir. 1959), cert. denied, 361 U.S. 948 (1960). 

61 See note 6 supra. 

62 Reg. Sec. 1.545-1(b) (1959). 

63 Rev. Rul. 60-34, 1960 Int. Rev. Buuu. No. 5, at 23. 

64 Section 547 (1954) allows the corporation to eliminate liability for personal holding 
company tax by deficiency dividends only if there was no wilful failure to file a timely in- 


come tax return. As to transferee liability, see note 99 infra. 
65 Reg. Sec. 1.6012—2(b) and (g) (1959). 
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after the return is filed.** From this it is clear that a Form 1120NB 
standing alone constitutes a return, and the filing thereof entitles 
the corporation to the dividends paid deduction.” The filing of this 
return is tolerable to the non-resident alien investor, especially when 
income of the Curacao company is distributed to an intervening 
entity or account. 

For the investor willing to file a corporate return, personal holding 
company status presents no problem if the corporation’s income- 
producing assets consist entirely of United States securities. With 
the dividends paid deduction available, all corporate income is undis- 
tributed personal holding company income which can be removed by 
actual or consent dividends, leaving nothing to be the subject of the 
tax,” 

Suppose, however, that a non-resident foreign corporation has 
$40,000 of world income, of which only 60 per cent is gross income 
from United States sources. Assume further that the United States 
income of $24,000 is made up of $16,000 of dividends and $8,000 of 
net long-term capital gains and an additional $2,000 dollars of ex- 
empt interest or exempt business income not includible in gross in- 
come from United States sources.”® There will be a withholding of 
$2,400 (15 per cent of $16,000). Can the corporation safely avoid the 
personal holding company tax by distributing something less than 
its total world income, even though it distributes an amount at least 
equal to all United States source income? 

The answer is far from clear. It is true that the tax applies only to 
‘¢yndistributed personal holding company income,’’ which is defined 
as ‘‘taxable income’’ less certain specified deductions, among which 
are United States withholding taxes and long-term capital gains, less 
the dividends paid deduction.” How can it be determined whether the 
distribution is all ‘‘taxable income’”’ entitled to the dividends paid 
deduction? If it is not, then the dividends paid deduction would not 
be allowed in full, some taxable income remains in the corporation, 
and the personal holding company tax can be imposed. 


66 See note 63 supra, and I.R.C. § 6501(f) (1954). 

67 Concordantly, Schedule 1120PH is not a return and no delinquency penalty attends a 
failure to file it. See I.R.C. § 6651(a) (1954) ; and Comment, 60-3 CCH { 3324.11. 

68 Section 541 (1954) taxes only undistributed personal holding company income. 

69 If United States source income is less than 50 per cent of world income, the non-resi- 
dent-alien-owned corporation is not a personal holding company. I.R.C. § 542(e) (10) 
(1954). In this event, however, were any shares in the company to be held by a citizen or 
resident of the United States, a distribution problem identical to that discussed arises with 
respect to avoiding the accumulated earnings tax. 

70 T.R.C. § 894 (1954). 

71 LR.C. § 545 (1954). 
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One writer has suggested five possible answers to the question: 
(1) the first dividends paid out will be deemed derived from United 
States source earnings; (2) the first dividends paid out will be 
deemed derived from other than United States sources; (3) the divi- 
dends must be traced to their source (permitting simple account seg- 
regation) ; (4) dividends should be allocated in accordance with the 
ratio of gross United States income to gross world income over the 
prior three-year period; and (5) dividends should be allocated on the 
same ratio, but using the gross income figures for the taxable year in 
question.” The writer’s conclusion was that either (4) or (5) were 
the most eligible, on the premise that what the 1939 Code called a 
‘*dividends paid credit’’ was really a deduction and should be treated 
the same as any other deduction. 

This premise finds no support in the Porto Rico Coal Company @ 
case, which involved a foreign operating company snared as a per- 
sonal holding company. Its United States source investment income 
was completely absorbed by a net world loss. There was not even a 
sufficient corporate surplus from which to declare a dividend. The 
Court of Appeals for the Second Circuit disregarded this financial 
misfortune, confining its attention to the United States earnings. It 
seems implicit in the opinion that had there been a dividend distribu- 
tion equal to United States source income, Porto Rico Coal would 
not have been penalized. 

The 1954 Code has clarified matters somewhat by changing the 
label from ‘‘dividends paid credit’’ to ‘‘dividends paid deduc- 


72 Hartnett, Personal Holding Company Treatment of Foreign Corporations in PROCEED- 
INGs OF NEw YorK UNIVERSITY NINTH ANNUAL INSTITUTE ON FEDERAL TAXATION 789, 
806 (1951). The three-year period is that now found in section 861(a) (2)(B) (1954), re- 
lating to the definition of dividends of a foreign corporation which are United States source 
income. Section 27(i) of the 1939 Code allowed the dividends paid credit (deduction) only 
if dividends were taxable in the hands of ‘‘such of the shareholders as are subject to tax- 
ation under this chapter.’’ The significance of this subsection, which is no longer in the law, 
is discussed in Note, Personal Holding Companies Owned by Nonresident Aliens, 1 Tax L. 
Rev. 218 (1946) ; and Note, Foreign Personal Holding Companies—A Comment on Rudick, 
Personal Holding Companies Owned by Nonresident Aliens, 1 Tax L. Rev. 440 (1946). 

73 126 F.2d 212 (2d Cir. 1942). In Fides, A. G. v. Comm’r, supra note 22, the Board held 
a Swiss holding company was not entitled to any credits or deductions, save withholding, it 
having failed to file a personal holding company return. Interestingly enough, however, the 
Board approved a deficiency assessment of $9,427.71, which must have been based on a 
partial allowance of the dividends paid credit (deduction). In round numbers the figures 
for the 1936 taxable year were as follows: world income $124,000; United States gross in- 
come $66,500, after withholding $64,000; dividend declared $28,000; prior three years’ 
ratio of United States gross income to world income 28.54 per cent. The personal holding 
company tax rates under section 351 of the Revenue Act of 1936 are eight per cent on the 
first $2,000 and 18 per cent on the balance. If 28.54 per cent of the dividend declared were 
allowed as a credit, the deficiency assessed should have been about $9,980. 
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tion.’’ “* Deductions allowed a foreign corporation are treated under 
section 882.” It is apparent that this section also covers the divi- 
dends paid deduction. Section 882(c)(1) denies deductions to any 
foreign corporation which fails to file an income tax return, and this 
is the sole section in the Code supporting the Regulations as inter- 
preted by a recent Ruling denying the dividends paid deduction for 
failure to file a return.” 

Consistency would require that section 882(c) (2), which invokes 
the usual rule for allocation and apportionment of deductions found 
in section 861(b), must also govern the dividends paid deduction. 
Furthermore, since gross income for personal holding company pur- 
poses must be computed under section 861 rather than under section 
881, the provision for deductions found in section 861 should obtain.” 
That being the case, the corporation should be allowed either to 
allocate to a segregated United States source income account all div- 
idends declared out of such account by explicit board action or to 
apportion a ratable part of dividends declared to the dividends paid 
deduction, based on the ratio of gross income from United States 
sources to total world income.” In arriving at the apportionment 
ratio, gross income from United States sources would include the 
dividends and capital gains received from United States securities, 
but not the exempt interest or business income.” As for the denom- 
inator of the apportionment ratio, dividends, interest, and capital 
gains from United States securities, as well as any exempt business 
income, would be included in world income in order to prevent a de- 
duction arising in part from any item of exempt income.* 


74 Compare I.R.C. § 561 (1954) with I.R.C. § 27(a) (1939). 

75 The deceptive headnote which reads, ‘‘ Tax on Resident Foreign Corporations,’’ is in- 
operative. I.R.C. § 7806(b) (1954). While Reg. See. 1.882-4 (1957) broadly declares that 
a non-resident foreign corporation is not allowed any deduction, whether or not a return 
is filed, it directly conflicts with Reg. Sees. 1.535-1(b) (1959) and 1.545-1(b) (1959). 

76 Reg. Sec. 1.545-1(b) (1959) ; Rev. Rul. 60-34, 1960 Int. Rev. BuLL. No. 5, at 23. The 
Treasury may by Regulations require any person liable for a tax to file a return. I.R.C. § 
6011(a) (1954). But the statutory penalties for failure to file do not include denial of any 
proper deductions. See I.R.C. §§ 6651 and 7203 (1954). The deduction for deficiency divi- 
dends is disallowed for failure to file by section 547(g) (1954), but the need for this de- 
duction arises only if a tax was due in the first place, which would not be the case if the 
annual dividends paid deduction completely exhausts undistributed personal holding com- 
pany income. 

77 See note 21 supra. 

78 See Reg. Sec. 1.882-3(b) (2) (1957) which refers to the rules in Reg. Sec. 1.873-1(a) 
(i) (1957) and Reg. See. 1.861-8(a) (1957). 

79 Consider Reg. Sees. 1.6012-2(g)(3) (1959), 1.881-2(f) (1957), and 1.871-7(e) 
(1960) and the exclusion in Reg. Sec. 1.872-2(b) (1957), and see Reg. Sec. 1.883-1(b) 


(1957). 
80 Reg. Sec. 1.861-8(d) (1957) ; and see Rev. Rul. 58-310, 1958-1 Cum. BULL. 262. 
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Applying this analysis to the example posed above, one would sup- 
pose that all income subject to tax would be effectively distributed 
upon either declaring as a dividend the $13,600 undistributed per- 
sonal holding company income (taxable income from United States 
sources of $24,000, less net long-term capital gains of $8,000 and 
withholding of $2,400) out of a segregated United States income ac- 
count or, utilizing the apportionment formula, declaring a dividend 
of $22,667. The latter result follows if the dividends paid deduction 
($13,600) must bear the same ratio to dividends declared as gross 
income from United States sources ($24,000) bears to world income 
($40,000). So far as is known, neither computation has the approval 
of the Service, although the latter appears most similar to methods 
that have been approved. 

One large accounting firm has stated flatly that upon the distribu- 
tion of an amount at least equal to personal holding company income 
(as distinguished from ‘‘undistributed personal holding company 
income’’), the foreign corporation which is a personal holding com- 
pany will be absolved from liability.’ However, the unpublished rul- 
ing relied on for this statement is understood to concern a corpora- 
tion, all of whose United States source income was personal holding 
company type of income. Another unpublished ruling, apparently in- 
volving a foreign corporation whose United States income was not 
so confined, was spared the tax only if the personal holding company 
distributed dividends ‘‘in excess of its income from United States 
sources and in excess of its personal holding company income.’’ * 
In the example premised above, the Service presumably would re- 
lieve the corporation from liability for personal holding company 
tax if it filed an income tax return, and actual or consent dividends 
amounted to at least $21,600 (income from United States sources 
after withholding). This amount would be increased to $23,600 if the 
remaining $2,000 of income from the United States were non-exempt, 
even though it was not personal holding company income. 

It is the confusion in this area which has impelled non-resident 
alien investors to confine the holdings of their Curacao corporations 
to United States securities. 


81 PRICE, WATERHOUSE & Co., TAX GuIDE For U. S. CorporRATIONS Dorna BUSINESS 
ABROAD 40 (1959). 

82 Alexander, Foreign Personal Holding Companies and Foreign Corporations That Are 
Personal Holding Companies, 67 YALE L.J. 1173, 1179 (1958). The latter half of the con- 
junctive test quoted from the ruling appears to be surplusage, since personal holding com- 
pany income cannot exceed income from United States sources. 
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Sreconpary Tax Lissmity 


The distribution of all United States source income does not neces- 
sarily eliminate concern over United States taxes. If a foreign corpo- 
ration is a personal holding company, then by definition 50 per cent 
or more of its world income must have been derived from United 
States sources.** Consequently, part or all of any dividends distrib- 
uted by such a Curacao corporation will fit the definition of United 
States source income found in section 861(a) (2)(B). Such dividends 
are not subject to withholding by the Curacao corporation. But the 
recipient, whether a non-resident alien or another foreign corpora- 
tion,® is nevertheless liable for a 30 per cent or higher tax on so much 
of the dividends as are considered United States source income, un- 
less otherwise exempt.*®® 

The non-United States owner of a Curacao corporation is exempt 
from this secondary tax under Article XII of the treaty, which de- 
clares that dividends and interest paid by an Antilles corporation 
are exempt from United States tax where the recipient is not a citi- 
zen, resident, or corporation of the United States. Any requirement 
that such recipient be an Antilles resident or corporation is absent. 
The article was obviously designed to cut off what may be styled ‘‘the 
secondary tax liability’’ under section 861(a) (2) (B). 

It is unlikely that section 861(a)(2)(B) could ever prevail over 
Article XII of the treaty. Section 7852(d) of the Code expressly nul- 
lifies the application of a Code provision which is contrary to any 
United States treaty in effect on August 16, 1954. The Income Tax 
Convention with the Netherlands, which came into effect January 1, 
1947, provides for its extension to the Antilles, and this was accom- 
plished by supplementary protocol signed and ratified in 1955. The 
avowed purpose of section 7852(d) is to make absolutely clear that 
Congress in enacting the Code was not attempting to abrogate any 
existing treaty. Treaties effective after enactment of the Code would 
necessarily supersede any conflicting Code provision.** The Regula- 


83 T.R.C. § 542(e) (10) (1954). 

84 Reg. Sec. 505.202(a) (1950). 

85 I.R.C. §§ 871 and 881 (1954). While a trustee-recipient is not expressly covered, the 
Clifford rule embodied in sections 671 through 678 (1954) would treat the grantor as the 
recipient if he were the substantial owner. See Reg. Sec. 1.1441-3(g) (1956). 

86 The burden of proving that dividends received from a foreign corporation were not 
United States source income was placed on the taxpayer in Ardbern Co., Ltd., 41 B.T.A. 910 
(1940), modified on other grounds, 120 F.2d 424 (4th Cir. 1941). 

87 U. 8. Const. art. VI, § 2; Cook v. United States, 288 U.S. 102, 119-120 (1933) ; 
United States v. Lee Yen Tai, 185 U.S. 213, 221-223 (1902); The Cherokee Tobacco, 78 
U.S. (11 Wall.) 616 (1870). 
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tions confirm that dividends declared by a Netherlands Antilles cor- 
poration are not subject to federal income tax regardless of the per- 
centage of corporate income derived from United States sources.** 
There is still the possibility, however, that the Service may inter- 
pret Article XII as not sufficiently broad to quarantine completely 
interest and dividends from secondary tax liability. Specifically, dis- 
tributions by the Curacao company to a parent foreign holding com- 
pany based in a country with which the United States has no tax 
treaty could conceivably be construed to be outside the intended 
scope of the treaty exemption for purposes of applying the personal 
holding company tax to the parent company. One may fairly ask how 
a tax based on undistributed ‘‘taxable income’’ can possibly apply to 
income which is not subject to federal income tax. Of the hundreds 
vf Curacao investment companies not a few have been funded by an- 
other foreign corporation, and it would certainly seem a valid prem- 
ise that if dividends from the Curacao company are exempt income 
for the purpose of secondary income tax liability, they are likewise 
exempt income for the purpose of secondary personal holding com- 
pany tax liability. It is understood the Service has acceded to this 
position in an unpublished ruling, which holds distributions by a 
Curacao company to its Bahamas parent are purged of the section 
861 taint for all purposes by virtue of Article XII of the treaty. 
Practitioners are nonetheless haunted by the Service’s insistence 
that the personal holding company tax is not a tax on income as such 
but a tax on undistributed profits. On this theory, income not sub- 
ject to federal income tax could nevertheless be subject to an ‘‘undis- 
tributed profits tax.’’ Thus the initiate are inclined to the use of a 
foreign trust to hold the shares of the Curacao company.” Or a sister 
foreign corporation, unrelated to the Curacao company save by com- 
mon ownership, may hold debt securities of the Curacao company, 
the theory being that interest paid thereon is earned wholly outside 


the United States.” 


88 Reg. Sec. 7.861 (1950), T.D. 5778, 1950-1 Cum. BuLt 92, 108. 

89 See notes 24 and 63 supra; cf. A. C. Greene v. United States, 171 F.Supp. 459 (Ct.Cl. 
1959), holding interest exempted from ‘‘all taxes or duties of the U. S.’’ was not exempt 
from United States estate tax. 

90 A trust may be an ‘‘association’’ taxable as a corporation. Reg. Sec. 301.7701-2 
(1960) ; Aramo-Stiftung, 9 T.C. 947 (1947), aff’d, 172 F.2d 896 (2d Cir. 1949) ; Olin Cor- 
poration, 42 B.T.A. 1203 (1940), aff’d, 128 F.2d 185 (7th Cir. 1942). 

91 See Kraft Foods v. Comm’r, 232 F.2d 118 (2d Cir. 1956) ; Earle v. W. J. Jones & Sons, 
Ine., 200 F.2d 846 (9th Cir. 1952) ; Washington Institute of Technology, Inc., 10 TCM 17, 
19 (1951). But see I.R.C. § 482 (1954). 
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r- | THe AccuMULATED Karnines Tax 
T- A corporation is expressly exempt from application of the accu- 
mulated earnings tax if it is either a personal holding company or a 
T- foreign personal holding company.” But what if a Curacao corpora- 
ly tion is set up in such fashion as to elude both holding company cate- 
S- | gories? Will it then be subject to the graduated accumulated earn- 
n- ings tax on its undistributed income? The Regulations erase any 
1X | doubt that this tax has general application to foreign as well as do- 
dd mestic corporations.” 
al The accumulated earnings tax provisions differ materially from 
Ww the personal holding company and foreign personal holding company 
to tax provisions. Whereas the holding company provisions establish 
ls strictly mechanical tests of taxability, the accumulated earnings tax 
1- is based on a subjective approach. Section 532 of the Code states 
1- that the tax shall apply to a corporation ‘‘formed or availed of for 
e the purpose of avoiding the income tax with respect to its sharehold- ; 
e | ers or the shareholders of any other corporation, by permitting earn- 
1- ings and profits to accumulate.’’ This language confines the opera- 
Ss tion of the section to tax avoidance which is accomplished through 
a the medium of permitting earnings and profits to accumulate. The 
n Curacao corporation is availed of by the non-resident alien investor 
for the treaty protection it affords, not for tax avoidance by means 
e of permitting its earnings to accumulate. Article XII of the treaty 
4 exempts from United States tax dividends paid by a Curacao corpo- 


ration unless the recipient is a citizen, resident, or corporation of the 
United States. Since accumulation of earnings by such corporation 
cannot be for the purpose of avoiding tax on non-resident alien 
shareholders, the accumulated earnings tax provisions cannot be 
applicable to the Curacao corporation owned by a non-resident 
alien.” 

This is not to say that every Curacao investment company is un- 
trammeled by these provisions. Suppose, for example, that ten or 
more unrelated investors participate equally in funding a company. 
It would not be a personal holding company or a foreign personal 
holding company, because no five shareholders would own more than 
50 per cent in value of the outstanding stock. But if one or more of 
these investors is a United States resident or is a non-resident alien 
who becomes individually liable for any United States income tax, 


feo 





92 T.R.C. § 532(b) (1954). 
93 Reg. Sec. 1.532-1(¢) (1959) ; and see discussion p. 180 supra. 
94 Reg. 118, Sec. 39.102—1(b) ; Rado, supra note 14. 
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the accumulated earnings provisions would apply. The corporation 
must then file an annual return to gain the benefit of allowable de- 
ductions, including the accumulated earnings credit.** This credit 
permits the corporation to accumulate up to $100,000 in taxable in- 
come free of the penalty tax.** When that amount has been accumu- 
lated, further taxable earnings must be distributed or the accumu- 
lated earnings tax paid thereon.®** Presumably, annual recognition in 
income by the United States resident shareholders of their share of 
the accumulation during the taxable year would suffice to save the 
corporation from liability for the penalty tax. 

Under these circumstances, one may conjecture whether any other 
course is open when accumulation of earnings approaches the $100,- 
000 mark. The corporation could simply be collapsed, and a new cor- 
poration funded.® Where a sell-off of all holdings precedes any liqui- 
dation, so that only money is transferred, section 1551 does not pro- 
hibit a new accumulated earnings credit to the new corporation.’ 
The disadvantage in gauging sales by a somewhat arbitrary accre- 
tion in earnings rather than the state of the market is apparent. 
Moreover, the maneuver is theoretically vulnerable to checkmate. 
The Commissioner is empowered under section 482 to allocate any 
deduction or credit among two or more organizations controlled by 
the same interests, if that is necessary to prevent evasion of taxes. 
Also, where the principal purpose of acquiring control of a corpora- 
tion is to avoid tax by obtaining a deduction or credit not otherwise 
available, section 269(a) disallows that credit, and section 269(b) 
authorizes the Commissioner to allocate it among the corporations 
involved. The Regulations make it clear that this authority extends 


95 Reg. Sec. 1.532—1(¢) (1959). 

96 Reg. Sec. 1.535-1(b) (1959). The Service may also demand an information return 
setting forth the earnings accumulated, dividend payments, and names and addresses of 
shareholders. Reg. Sec. 1.533-2 (1959). 

97 I.R.C. § 535(¢) (3) (1954). Capital gains from sales effected in the United States are 
included in accumulated earnings. See note 21 supra. While section 535(b) (6) (1954) 
allows capital gains to be deducted from accumulated earnings, this deduction is in turn 
subtracted in computing the minimum credit by section 535(¢) (1). See Example 1 in Reg. 
Sec. 1.535-3(b) (3) (1959). 

98 When the accumulation at the close of the prior taxable year exceeds $100,000, the 
minimum credit vanishes. 

99 If assets are transferred to resident shareholders, the Government may be able to col- 
lect an accumulated earnings tax from the transferees. I.R.C. § 6901 (1954); Louis Cos- 
tanzo, 16 B.T.A. 1294 (1929). Section 341 (1954) is inapplicable; the corporation could 
only be a ‘‘collapsible corporation’? if it had been a foreign personal holding company in a 
taxable year straddling Aug. 26, 1937. 

100 Sales effected on a foreign exchange would not be United States source income. Other- 
wise net gains from United States sales, when added to prior accumulations, might well 
push total accumulated earnings over the $100,000 mark. See note 97 supra. 
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| to a refunding of the type described above, whether or not the trans- 

| fer is also within the scope of section 1551.'" It is this authority 
which is also intended to discourage the establishment of a number of 
investment companies in order to multiply the number of aceumu- 
lated earnings credits available.’ 

As a practical matter, the difficulties attending the exercise of 
jurisdiction by the United States in the collection of an accumulated 
earnings tax from a foreign corporation dissuade further discussion 
of its possible application.’ The tax rate itself is not so high as to 
galvanize the Service into pursuit of this tax from the corporation; 
more expedient means are at hand to try the mettle of the investor 
who funds a Curacao corporation.™ 


InTEREST INCOME 


When United States source interest income is infused in the Cu- 
racao corporation plan, the treaty, in conjunction with the Code 
and the Regulations, gives rise to unique tax consequences. It should 
be noted that capital growth need not be sacrificed if the investor 
chooses wisely among the hundreds of convertible bond issues. 

Assume that such interest represents the only income of a Curacao 
investment company, a not infrequent plan. As already observed, 
Article VIII of the treaty completely exempts interest from United 
States income tax. There is, of course, no withholding requirement.’ 
Section 894 of the Code states briefly : 

Income of any kind, to the extent required by any treaty obligation of the 


United States, shall not be included in gross income and shall be exempt from 
taxation under this subtitle. 








The Regulations * do little more than echo the language of the 
statute which in effect provides that income shall be excluded from 
‘‘eross income’’ to the extent a treaty so directs. Yet tax treaties 


101 Reg. Sec. 1.1551-1(b) (1959). 

102 See Advance Machinery Exchange v. Comm’r, 196 F.2d 1006 (2d Cir.), cert. denied, 
344 U.S. 835 (1952) ; Proposed Reg. Sees. 1.482-1(¢) and 1.269-3(b) (2) (1960). 

103 Article XXII of the Tax Convention with the Netherlands (supra note 2) provides 
for reciprocal administrative assistance in collection of tax from a corporation of the State 
to be applied only to the extent necessary to insure that treaty benefits will not be enjoyed 
by a person not entitled thereto. 

104 See note 15 supra. 

105 Reg. Sec. 505.204(b) and (d) (1939). To avoid withholding in the case of coupon bond 
interest a Form 1001-NA statement of ownership must be filed in duplicate with the obligor, 
and in the case of non-coupon interest, a letter statement in duplicate. In practice, the words 
*¢Non-coupon Bond Interest’’ are typed in at the top of Form 1001-NA, and it is filed in 
lieu of a letter statement. 

106 Reg. Sec. 1.894—1 (1957). 
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invariably speak of exemption from tax rather than exclusions from 

gross income. Thus, it is possible for types of income to be exempt 

from an income tax and nevertheless be included in gross income for 

other purposes, such as penalty taxes on undistributed profits. As 

originally proposed, the Regulations under section 894 would have 

precluded this interpretation : 1 | 
Income of any kind, to the extent required by any treaty obligation of 

the United States, shall not be included in gross income and shall be exempt 

from income tax. Income upon which the United States tax is limited by 

treaty shall, however, be included in gross income. A tax convention shall be 

considered as a treaty for this purpose. Thus, if pursuant to the provisions of 

a tax convention to which the United States is a party a nonresident alien in- 

dividual were to receive during the taxable year from sources within the 

United States $1000 in interest which is exempt from United States tax under 

the convention and $2000 in dividends on which the rate of United States tax 

is limited by the convention so as not to exceed 15 per cent, only the $2000 in 

dividends would be included in gross income. 


The illustration clearly distinguished exempt income from income 
taxed at a reduced rate and provided for the exclusion of the former 
from gross income. Upon adoption of the final Regulations this illus- 
tration, which specifically excluded exempt interest from gross in- 
come, was deleted.’ 

But there is still to be found in the Regulations an explanation of 
the phrase in section 894 ‘‘to the extent required by any treaty obli- 
gation.’’ That explanation produces the same result as the example 
under the Proposed Regulations. It appears, curiously enough, un- 
der a section which operates in the absence of a treaty to exempt cer- 
tain corporations from tax on income earned in the United States by 
ships and aircraft of foreign registry : '° 

... Income of any kind which is exempt from the United States tax under 
the provisions of a tax convention or treaty to which the United States is a 
party shall not be included in the gross income of a foreign corporation. In- 
come on which the tax is limited by tax convention shall, however, be included 
in the gross income of such a corporation if it is not otherwise excluded from 
gross income. 

This is certainly clear enough. And the Service has recently ruled 
that treaty exempt interest does not constitute gross income from 


sources within the United States."° 
Certainly with respect to interest income there is no possibility of 


107 Proposed Reg. Sec. 1.894—1, 21 Frep. Ree. 2819 (1956). 

108 T.D. 6258, 1957-2 Cum. BULL. 368, 417-418. 

109 Reg. Sec. 1.883-1(b) (1957). 

110 Rev. Rul. 58-310, 1958-1 Cum. BuLL. 262, based on holding in Waldorf Astor, 31 
B.T.A. 1009 (1935). 
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| secondary tax liability. The Service had earlier ruled that if United 
| States income is exempt from United States income tax and excluded 
from a corporation’s gross income, the corporation will have no 
gross income from United States sources, and hence its distributions 
7 to non-resident aliens or foreign corporations cannot be considered 
| as deriving from sources within the United States." 
The Curacao company which receives from the United States only 
interest income, and therefore has no gross income from United 
States sources, is in somewhat the same situation regarding the per- 
sonal holding company problem as the Bahamas parent corporation 
described earlier. But the Curacao‘company stands closer to the tap, 
and the situation should be further explored with respect to it. 
Subchapter G taxes are based entirely on the concept of ‘‘ gross 
income.’’? Some years ago these words may occasionally have been 
used in somewhat indiscriminate fashion in revenue provisions hav- 
ing application to foreign entities. In 1942 the Court of Appeals for 
the Second Circuit held that ‘‘gross income’’ will be given its literal 
; meaning in the absence of any indication of a special meaning. As for 
foreign corporations, this meant gross income from United States 
sources unless the statutory context clearly indicated that total 
world income was meant.” Since then the Code has been completely 
revised and the term ‘‘gross income’’ very carefully employed 
throughout. Section 61 of the Code defines gross income as all income 
from whatever source derived except as otherwise provided. Section 
882(b) does provide otherwise in the case of a foreign corporation, 
limiting its gross income to income from United States sources." 
A personal holding company is described in terms of the ratio of 
personal holding company income to gross income.** Personal hold- 
ing company income is in turn defined as consisting of various in- 
come items which are a portion of gross income.” The Regulations 
are consistent with the Code, restricting the definition of interest, 
for example, to ‘‘amounts, includible in gross income, for the use of 
money loaned.’’ 7*® As pointed out above, treaty exempt interest is 
not gross income from United States sources. Therefore, the Cura- 





111 Special Ruling, Nov. 25, 1947, 47-4 CCH { 6276. 

112 Porto Rico Coal v. Comm’r, 126 F.2d 212 (2d Cir. 1942), affirming 44 B.T.A. 221 
(1941). 

113 Gross income of a foreign personal holding company is made to include world income 
by the direction in section 555(a) (1954) that gross income be computed without regard to 
the provisions found in Subchapter N, one of which is the section 882(b) limitation. 

114 T.R.C. § 542(a) (1) (1954). 

115 T.R.C. § 543 (1954). 

116 Reg. Sec. 1.543-1(b) (2) (1958). 
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cao corporation which receives only interest income from the United 
States can have no personal holding company income and cannot be 
a personal holding company. The tax itself is levied upon ‘‘undistrib- 
uted personal holding company income,’’ which again is defined as a 
function of gross income.’ In the absence of ‘‘ gross income’’ there 
is nothing on which to levy the tax. And if there is no tax liability 
there is, of course, no reason to file a tax return.18 

It is interesting to observe that the treatment accorded dividend 
income is entirely consistent with the above analysis, although the 
approach taken by the Regulations is somewhat round robin. In con- 
trast to exempt interest income, dividend income does constitute 
gross income from United States sources. Our treaties with other 
countries have only limited the tax on United States dividend in- 
come ; they have never provided a complete exemption.’® This is un- 
doubtedly why the Regulations state rather broadly that any income 
on which the tax is only limited by treaty shall be included in gross 
income.’”° Since dividends qualify as gross income, they also qualify 
as personal holding company income for the purpose of determining 
whether a corporation is such a company, and they necessarily qual- 
ify as undistributed personal holding company income for the pur- 
pose of levying a personal holding company tax thereon. The Regu- 
lations describing personal holding company income accomplish this 
by defining dividends as including ‘‘amounts required to be included 
in gross income under Section 551.’’ ?** Section 551 deals with for- 
eign personal holding company income to be taxed to United States 
shareholders, and for such purpose corporate gross income must be 
computed without regard to any limitation or exemption superim- 
posed by any United States tax treaty.’ 

The foregoing analysis of personal holding company income is not 
traversed by the Service’s recently repeated announcement that it 
regards the personal holding company tax as being not upon items of 


117 T.R.C. § 545(a) (1954). 

118 T.R.C. § 6011(a) (1954). 

119 Rev. Rul. 57-391, 1957-2 Cum. Butt. 606. 

120 See Reg. Sec. 1.883-1(b) (1957). 

121 Reg. Sec. 1.543-1(b) (1) (1958). 

122 Section 555(a) (1954) requires gross income to be computed without regard to Sub- 
chapter N, which embraces section 894 (1954). The statement in Reg. Sec. 1.555-1 (1958), 
excluding from gross income that which is excluded ‘‘under any other provisions of the 
Code,’’ obviously should be read ‘‘under any other [applicable] provisions of the Code.’’ 
Unless section 894 were thus negated, a United States citizen or resident might derive a tax 
advantage by acquiring a Curacao corporation which owned only United States interest- 
bearing securities. 
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income but upon undistributed profits.’** The Service originally took 
this position to counter a taxpayer’s argument that a limitation on 
withholding tax rates is ipso facto a limitation on the personal hold- 
ing company tax.’* This is not to say that items not included in gross 
income at all are nevertheless subject to tax ; this would flout the pre- 
cise language of the statute. However, the recent Ruling did imply as 
much in the case of a foreign corporation which had both interest and 
dividend income and was definitely a personal holding company. If 
the Service is prepared to advance this notion, it could with equal 
logic argue that a foreign corporation which has no gross income 
from United States sources can nevertheless be defined as a personal 
holding company. For in either case it must be argued that ‘‘ gross in- 
come’’ as used in Part II of Subchapter G has a meaning different 
from the same phrase appearing elsewhere in the Code. There is less 
reason to believe that this argument would be sustained today than 
when it was unsuccessfully proffered two decades ago.’ 


Tue Corporate Entiry 


A threat to any Curacao holding company is the export to the An- 
tilles of the doctrine of Gregory v. Helvering.’**® The case of William 
C. Hay **" is in point. Mr. Hay owned a California corporation which 
had converted its operating assets to securities and cash worth over 
$2,000,000. The stock of the corporation had a basis of only $32,000. 
Poor health and consequent worry over potential United States 
estate taxes finally led him, in 1936, to expatriate himself and take 
up his former British nationality. He transferred all his property 
to Nassau, and the following year organized a Nassau corporation, 
Colonial, to which he transferred the stock of his California corpora- 
tion. A few months later he liquidated the latter. When the United 
States tax authorities sought to tax these transactions, Hay, as one 
aspect of his defense, withdrew behind Colonial’s corporate curtain. 
The reaction of the Court of Appeals for the Fourth Circuit to this 
posture was to sweep aside the corporate screen, since it had been 
found that Colonial had engaged in the sole business of holding title 
to the stock of a United States corporation for no other purpose than 
minimizing taxes. The Court concluded, ‘‘ For the practical purposes 


123 Rey. Rul. 60-34, 1960 Int. Rev. Butt. No. 5, at 23. 

124 T,T. 4099, supra note 24. 

125 See note 112 supra. 

126 293 U.S. 465 (1935). 

127 Hay v. Comm’r, 145 F.2d 1001 (4th Cir.), cert. denied, 324 U.S. 863 (1944). 
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of taxation, it was as though the taxpayer merely shifted his prop- 
erty from one pocket to another.’’ 18 

This reasoning could easily be applied to a Curacao corporation 
which unvaryingly holds United States investments. By treating 
the shareholder of the Curacao corporation as if he were the true 
recipient of the corporation’s income, the benefits of the treaty would 
disappear unless the shareholder also happened to be a resident of 
the Antilles. The translucency of the custodial corporation has been 
amply confirmed by a current case in which counsel, on behalf of the 
same interests which had years ago organized a corporation for non- 
tax purposes, successfully urged the Tax Court to disregard that cor- 
poration for federal tax purposes.’® This was held despite the 
dogma that a taxpayer must live with the form of doing business he 
voluntarily chooses.**° 

Beyond the corporation which merely accepts property and does 
not engage in any activity with respect thereto, the law becomes in- 
creasingly ambiguous. The Supreme Court in Moline Properties 
refused to disregard a corporation which simply took legal title to 
realty as a security device and later sold it at a gain, holding that a 
corporation which is organized to serve a useful business purpose or 
which does carry on business activity will be recognized as a separate 
entity for tax purposes. Judge Learned Hand very soon added that 
some activity besides tax-avoidance activity was what the Court had 
in mind.'*? How much activity and of what kind? No litmus-type test 
has yet evolved, nor is there any likelihood that such can be devel- 
oped." 

The tax bar has taken a good deal of surcease from the District 
Court’s decision in United States v. Klein.*** There a syndicate of 
seventeen Panamanian and Cuban corporations had been erected, 





128 Jd, at 1004. 

129 State-Adams Corp., 32 T.C. 365 (1959), rev’d and remanded, 60-2 U.S.T.C. 19768 (2d 
Cir.). Compare Henry K. Given, 14 TCM 133 (1955), aff’d, 238 F.2d 579 (8th Cir. 1956). 

130 Higgins v. Smith, 308 U.S. 473 (1940) ; United States v. Morris & Essex Ry., 135 
F.2d 711 (2d Cir.), cert. denied, 320 U.S. 754 (1943). 

131 Moline Properties v. Comm’r, 319 U.S. 436, 439 (1943). Dictum in this case, imply- 
ing that formation of a corporation for the purpose of gaining an advantage under the laws 
of the state of incorporation could serve to validate the corporate entity, was disregarded in 
State-Adams Corp., note 129 supra. 

132 National Investors v. Hoey, 144 F.2d 466 (2d Cir. 1944). 

183 Rabkin, The Close Corporation—Through the Looking Gloss in PRocEEDINGS oF NEW 
York UNIVERSITY EIGHTH ANNUAL INSTITUTE ON FEDERAL TAXATION 664 (1950) ; Cleary, 
The Corporate Entity in Tax Cases, 1 Tax L. Rev. 3 (1945) ; Case, Disregard of Corporate 
Entity in Federal Taxation—The Modern Approach, 30 Va. L. Rev. 398 (1944). 

134 124 F.Supp. 476 (S.D.N.Y. 1954), 139 F.Supp. 135 (S.D.N.Y. 1956), aff’d, 247 F.2d 
908 (2d Cir.), cert. denied, 355 U.S. 924 (1957). 
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- admittedly for no other reason than the tax designs of the indi- 
viduals who owned them. But because the corporations engaged in 
the continuous and profitable activities of commission agents, their 
separate entities were upheld despite a vigorous Government plea 
of sham. In dictum the Court went so far as to respect the integrity 
of those several corporations whose sole function was to serve as de- 
positaries for funds. Subsequent to this case, the Court of Appeals 
for the Second Circuit, while reiterating that the test is still the in- 
7 tended or actual business functioning of the corporation itself and 
not the aims of its owner to be accomplished via the corporation, 
nevertheless took occasion to footnote this harbinger : ** 


we WS -_ 


sts 


A natural person may be used to receive income which in fact is another’s. 

So, too, a corporation, although for other purposes a jural entity distinct from 

| its stockholders, may be used as a mere dummy to receive income which in fact 

is the income of the stockholders or of someone else ; in such circumstances the 
corporation will be disregarded. 


| The Service may not be constrained to rely solely on an elusive 
corporate entity test which varies vaguely from one fact-situation to 
another. It has at hand a statutory provision which is now being more 
widely utilized. Section 269 of the Code has yet to be employed in a 
treaty situation, but few tax practitioners would care to speculate on 
the scope of this section. Although its enactment was prompted by 
the traffic in loss corporations, the section was purposely phrased in 
general terms so as not to be limited to the description of any par- 
ticular method of tax avoidance. It baldly states that should any 
person acquire, directly or indirectly, control of a corporation for 
the principal purpose of evading or avoiding federal income tax by 
securing the benefit of any deduction, credit, or other allowance 
which such person would not otherwise enjoy, then such deduction, 
credit, or other allowance shall be disallowed. The big stumbling 
block to the application of section 269 in the past has been the burden 
of proving the principal purpose of tax avoidance.’ This is allevi- 
ated in the case of an investment company, for Congress has declared 
the fact that a corporation is a mere hciding or investment company 
is prima facie evidence of the interdicted purpose.** 








135 Jackson v. Comm’r, 233 F.2d 289, 290 n.2 (2d Cir. 1956). See Hans F. Wriedt, 6 
TCM 144 (1947). 

186 §.Rep. No. 627, 78th Cong., 1st Sess. 27 (1944) ; H.R. Rep. No. 871, 78th Cong., 1st 
Sess. 49 (1943). 

187 Chelsea Products v. Comm’r, 197 F.2d 620 (3d Cir. 1952); Dilworth Co. v. Henslee, 
98 F.Supp. 957 (D.Tenn. 1951) ; Aleorn Wholesale Co., 16 T.C. 75 (1951) ; Commodores 
Point Terminal Corp., 11 T.C. 411 (1948). 

138 T.R.C. § 533(b) (1954) ; Reg. See. 1.533-1(e) (1960). 
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While the formation of a new corporation has been held an acquisi- 
tion of control thereof,!* the method adopted in setting up Curacao 
corporations has muted this issue. Until the quite recent revision of 
Code section 6046, the well-advised attorney had reason to be wary 
of participating in the organization of a new Curacao corporation 
because of the extensive information required of a person who ‘‘aids, 
assists, counsels or advises’’ relating to the formation of any foreign 
corporation. The alternative utilized has been the purchase of an 
existing corporation, and it is this acquisition which may fall within 
the ambit of section 269.1*! 

One argument against the application of section 269 was that the 
Curacao company investor was not himself acquiring a deduction or 
credit. The mutation had evolved out of Alprosa Watch 1 that what 
is now section 269 only applies to the party who obtains a new de- 
duction ; it would not apply to the acquisition of a corporation which 
has a deduction and which simply continues to use its own deduc- 
tion.*** A line of Tax Court cases held to this interpretation.™* 

The Courts of Appeals never accepted this reasoning.’ Their 
view is best explained in James Realty,* wherein the position of 
the Tax Court was categorically rejected. There the District Court, 


139 James Realty v. United States, 176 F.Supp. 306 (D.Minn. 1959), aff’d, 60-2 U.S.T.C. 
{ 9600 (8th Cir.). 

140 Section 6046 (1954), and the Regulations thereunder, amended by Pub. L. No. 86—780, 
86th Cong., 2d Sess. § 7 (1960), formerly provided that any person or corporation who or 
which ‘‘ aids, assists, counsels or advises’’ relating to the formation of any foreign corpo- 
ration must file a Form 959 revealing extensive information about the organization and 
ownership of the corporation. While an attorney was not required to report advice given or 
information obtained through the relationship of attorney and client, he was nevertheless 
required to file the form if he aided or assisted in the formation of the foreign corporation. 
See Instruction 1(a) overleaf of Form 959. A company furnishing advice and information 
to a lawyer in this regard was clearly required to file. Rev. Rul. 77, 1953-1 Cum. BULL. 473. 

141 As amended by Pub. L. 86-780, note 140 supra, section 6046 (1954) places the burden 
of the information return on United States citizens or residents who are either officers, di- 
rectors or holders of five per cent of the value of the stock of the foreign corporation. 

142 Alprosa Watch Corp., 11 T.C. 240 (1948). 

148 Thus, if you bought a loss corporation and merged it upstream, you lost the deduc- 
tion, but if you merged downstream into the loss corporation or poured a profitable business 
into the loss corporation, you retained the benefit of the deduction. 

144 British Motor Car Distributors, Ltd., 60-1 U.S.T.C. J 9417 (9th Cir.), reversing 31 
T.C. 437 (1959); T.V.D. Co., 27 T.C. 879 (1957); Chelsea Products, Ine., 16 T.C. 840 
(1951), aff’d, 197 F.2d 630 (3d Cir. 1952); WAGE, Ine., 19 T.C. 249 (1952); Berland’s 
Ine. of South Bend, 16 T.C. 182 (1951). 

145 Mill Ridge Coal Co. v. Patterson, 264 F.2d 713 (5th Cir.), cert. denied, 361 U.S. 816 
(1959) ; Coastal Oil Storage Co. v. Comm’r, 242 F.2d 396 (4th Cir. 1957); British Motor 
Car Distributors, Ltd., supra note 144. 

146 James Realty Co. v. United States, 176 F.Supp. 306 (D.Minn. 1959), aff’d, 60-2 
U.8.T.C. J 9600 (8th Cir.), 
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in construing the phrase ‘‘by securing the benefit of a deduction, 
credit or other allowance which such [acquiring] person or corpora- 
tion would not otherwise enjoy,’’ declared that the antecedent of 
‘‘which’’ is ‘‘benefit’’ and not ‘‘deduction.’’ When the accent is 
placed on the benefit acquired, it becomes obvious that section 269 
can defeat the deduction which remains with the acquired corpora- 
tion as well as the deduction which is taken over by the acquiring 
corporation. This seems irrefutable in the light of the section’s legis- 
lative history, *** and the Tax Court has at last yielded to this view.*** 

Militating against the application of section 269 is the uncertainty 
as to whether its denial of ‘‘any deduction, credit or other allow- 
ance’’ embraces a treaty exemption or limitation. The quoted phrase 
was described by the House Committee Report as having reference 
to ‘‘any provision which has the effect of diminishing the tax liability 
resulting from the gross amount of any item of income or the aggre- 
gate of the gross amounts of any or all items thereof.’’ **° The refer- 
ence to ‘‘any provision’’ is surely to any provision of the Internal 
Revenue Code.’ That being the case, section 269 would be inappli- 
cable to the Curacao corporation, since it is the treaty provisions 
which reduce or extinguish its tax liability and not any provision of 
the Code. 


CoNncLUSION 


Whether the Treasury’s attitude toward Curacao investment 
companies should be tolerant is of course a matter of policy. Whether 
to encourage or discourage the importation of capital can pose a con- 
siderable question for a Department attempting to manage a vast 
debt in the increasingly thin money market of a country whose con- 
tinuing adverse balance of payments in world trade give it the sem- 
blance of a debtor nation. Weighed against this is the current Ad- 
ministration’s drive to tempt private capital into the so-called un- 
derdeveloped communities, although the latter consideration is seen 
as rather ethereal when it is realized that the Curacao company in- 
vestor typically is seeking a secure, hard currency market for his 
funds. 

Such temporal questions aside, there is the broader policy of ex- 
tending rather than constricting agreements with friendly states 


147 See note 136 supra. 

148 Thomas E. Snyder Sons Co., 34 T.C. No. 39 (1960), followed in Urban Redevelopment 
Corp., 34 T.C. No. 87 (1960). The Proposed Regulations under section 269 of course concur. 
Proposed Reg. Sec. 1.269-3(a) (1960). 

149 H.R. Rzp. No. 871, 78th Cong., Ist Sess. 49 (1943). 

150 See Proposed Reg. Sec. 1.269-1(a) (1960). 
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for the prevention of double taxation. At the time the extension of 
the Income Tax Convention with the Netherlands to the Netherlands 
Antilles was being considered, the Senate and the President had 
before them the pertinent facts disclosed by a detailed study of the 
income tax laws of the Netherlands Antilles which had just been 
completed by the Treasury.” That the treaty was extended would 
indicate that the broader policy is paramount. Once a treaty becomes 
the law of the land the Treasury has in the past revealed a readiness 
to abide by the spirit as well as the letter of its terms.” And from 
what is known of the Treasury’s present attitude toward Curacao in- 
vestment companies, the Department has not changed in this respect. 
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151 See U.S. Dep’t of State letter to the President, July 20, 1954, CCH, Tax TREATIES 
q 5853. 

152 J.T. 4099, 1952-2 Cum. BuLL. 117 (in part) ; Special Ruling, April 9, 1952, CCH, Tax 
TREATIES J 7452.70. 


























Reorganization Transfers and Survival of 
Tax Attributes* 


J. MITCHELL REESE, JR. 


} the comprehensive treatment in sections 381 and 382 of 
the 1954 Code of carryovers in corporate reorganizations, there re- 
main a number of difficult questions of interpretation of these sec- 
tions and of the solution to problems not covered by the statute. Reg- 
ulations have been issued * which deal with a number of the problems 
raised by section 381, but they offer little assistance in handling the 
various tax attributes of a transferor or distributor corporation 
which are not among the items enumerated in section 381(c). The 
question is whether these unlisted items of a transferor corporation 
survive a reorganization qualifying under section 381(a). The an- 
swer suggested here is that in general they should, although there 
are important exceptions to the rule. 

Section 381(c) contains a rather comprehensive list of twenty 
items to be carried over in a non-taxable asset acquisition or in a 
liquidation of a subsidiary which meets the requirements of section 
381(a). The list ranges from the well-known litigated items, such as 
earnings and profits, operating deficits, net operating loss carry- 
overs, and amortization of bond discount or premium, to more ab- 
struse items, such as treatment of exploration and development ex- 
penditures deferred under sections 615 and 616 and treatment of 
deductions for payment of certain indebtedness incurred before Jan- 
uary 1, 1934 by a personal holding company. Although this compre- 
hensive list covers the major tax benefits and detriments of a corpo- 
ration, it would be incorrect to conclude that all possible items were 
either covered or perhaps even intended to be covered. 


J. MITCHELL REESE, JR. (A.B., Harvard University, 1951; LL.B., Harvard Law School, 
1954) is a member of the New York Bar. 

* The author wishes to acknowledge a number of valuable suggestions from Professor 
Ernest J. Brown of the Harvard Law School and Thomas N. Tarleau, Esq., of the New York 
Bar. 

1 T.D. 6480, 1960 Int. Rev. BULL. No. 32, at 7. 
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Some of the items not mentioned in section 381(c) are: ” 

(1) the right to claim, sue for, or collect a refund of taxes due to 
the transferor or distributor corporation (section 6511) ; 

(2) the right to deduct theft losses sustained by a transferor, dis- 
covered in a year subsequent to a reorganization (section 165(e)) ; 

(3) the right to carry over excess tax credits for foreign taxes 
(section 904(c)) ; 

(4) the right to carry over excessive expenditures for soil and 
water conservation (section 175(c) ) ; 

(5) the right to amortize expenses of issuing bonds, and the dis- 
count and premium with respect to bonds acquired without assump- 
tion of liability, e.g., acquisition of realty subject to a mortgage; 

(6) the treatment of the acquiring corporation as the distributee 
in a section 334(b) (2) liquidation in which the stock purchase pre- 
cedes and the liquidation succeeds a reorganization ; 

(7) the treatment of the acquiring corporation as the taxpayer or 
related taxpayer for purposes of sections 1311 through 1315; 

(8) the treatment of the acquiring corporation as the taxpayer for 
the purpose of allowing deduction for repayment of items previously 
included in income, as provided in section 1341; 

(9) the election to amortize emergency facilities in 60 months 
(section 168) ; 

(10) the election to amortize grain-storage facilities in 60 months 
(section 169) ; 

(11) the election to amortize organizational expenses of the trans- 
feror or distributor corporation (section 248) ; 

(12) the election to treat intangible drilling and development 
costs as an expense (section 263(c)) ; 

(13) the election to treat the annual increase in value of non-in- 
terest bearing obligations issued at a discount as income as accrued 
(section 454) ; 

(14) the election to deduct circulation expenditures as an expense 
or capitalize them (section 173) ; 

(15) the election to treat research and experimental payments as 
deductible expenditures or to capitalize them (section 174) ; and 

(16) the election to deduct soil and water conservation expendi- 
tures (section 175(a)). 

Perhaps no one of these items will ever have the significance to an 


2 These items have been gathered from various sources, including the following which 
have been published: Cohen, Phillips, Surrey, Tarleau, and Warren, Internal Revenue Code 
of 1954: Carry-overs and the Accumulated Earnings Tax, 10 Tax L. REv. 277, 279 (1955) ; 
MERTENS, FEDERAL INCOME TAXATION § 381(c) (1956). 
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acquiring corporation of a net operating loss carryover, the item 
traditionally of most concern in this area. But in the aggregate, and 
in some cases individually, these items are important in many re- 
organizations, and the question of their treatment is therefore of 
more than theoretical significance. 

It would simplify the problem if one could postulate a sensible 
theory for treating uniformly all items omitted from section 381(c). 
Unfortunately, this does not seem possible. Principal causes of un- 
certainty and confusion are the Committee Reports, Regulations, 
and the Supreme Court decision in Libson Shops v. Koehler. The 
first two not only fail to indicate how to treat items not covered in 
section 381, but also inhibit the interpretive use to which the section 
can be put in this regard. And Libson Shops creates an entirely new 
principle of law relating to carryovers in reorganizations, whose rel- 
evance and application to items not covered in section 381 are uncer- 
tain. 

The Senate Committee Report relating to section 381 states that 
‘‘the section is not intended to affect the carryover treatment of an 
item or tax attribute not specified in the section. ...’’ * The Regula- 
tions relating to the section state with regard to items not specified in 
section 381(c) that ‘‘no inference is to be drawn from the provisions 
of section 381 as to whether any item or tax attribute shall be taken 
into account by the successor corporation. ...’?® The Libson Shops 
case, later discussed more fully, held there must be a ‘‘continuity of 
business enterprise’’ if the surviving corporation in a reorganiza- 
tion is to be allowed to use the net operating loss carryover of a trans- 
feror corporation. 

Despite the Committee Report, it seems illogical and unsound to 
ignore completely the necessarily liberalizing intent and effect of 
section 381(c) in permitting tax attributes of a transferor corpora- 
tion to survive a tax-free reorganization. It is clear that this section 
permits more carryovers than did the case law as it existed in 1954.® 
The right of survival of a net operating loss carryover or operating 
deficit is subject to certain conditions and restrictions imposed by 
sections 381(¢c)(1) and (2)(B) and 382, but no carryovers are com- 
pletely prohibited. It may reasonably be inferred that many of the 
items not mentioned in section 381, such as most of the sixteen listed 
above, were omitted by oversight and would have been included had 


3 353 U.S. 382 (1957). 

4§.Rep. No. 1622, 83d Cong., 2d Sess. 277 (1954). 
5 Reg. Sec. 1.381(a)-1(b) (3) (1960). 

6 See discussion pp. 216-222 infra. 
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they occurred to the draftsmen. How else can one explain, for exam- 

ple, allowing the survival of the right to amortize bond discount and 
premium (section 381(c)(9)), but not the right to amortize bond is- 

sue expenses ; or allowing a deduction for payment of certain obliga- 

tions of a transferor assumed in the reorganization (section 381(c) 

(16) ), but not a deduction for theft losses sustained by a transferor 

prior to a reorganization but discovered after it; or requiring a 
transferor to carry over its method of depeciation (section 381(c) | 
(6)), but not allowing rapid amortization of emergency facilities 
transferred in a reorganization; or allowing survival of a dividend 
carryover to a personal holding company (section 381(¢)(14)), but 
not carryover of excess tax credits for foreign taxes? 

These items, and most of the others listed above, seem quite com- 
parable to items whose right of survival is provided for in section 
381. There does not seem to be any reasonable basis for distinction 
either in terms of the nature of the tax attribute or in terms of tax- 
avoidance possibilities. With respect to items such as these the pro- 
visions of section 381(c), viewed in historical perspective, suggest 
a rule requiring survival, whether the items are beneficial or detri- 
mental to the surviving corporation. To this extent some stretching 
of the literal meaning of the Committee Report seems justified,’ 
since the literal meaning conflicts with the clear implication, if not 
the language, of the statute. 

It is not contended that section 381 should prescribe the survival 
of all of the transferor’s tax attributes. Such an interpretation could 
not be justified by a construction of the statute alone; it would cer- 
tainly violate the intention of Congress as expressed in the Commit- 
tee Report; and in at least one instance, involving refund claims, it 
might be contrary to another provision of the United States Code. 


Rerunp CLAIMS 


Section 203 * of the United States Code voids an assignment of a 
claim against the Government unless made after it has been allowed, 
the amount due has been ascertained, and a warrant for its payment 
has been issued. If it were not for judicial development of certain | 
exceptions, this section would prohibit a suit for refund by an acquir- 
ing corporation for taxes paid by a transferor corporation, even 
though the reorganization meets the requirements of section 381(a). 

A clearly recognized exception is a statutory merger or consolida- 


7 A similar stretching of the Regulations is theoretically not as important, since they are 
less authoritative and can be amended. 
8 Rev. Stat. § 3477 (1875), 31 U.S.C. § 203 (1958). 
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tion. The leading case, Seaboard Air Line Railway v. United States,® 
held that the transferee could sue for a refund of taxes paid by the 
transferor, and it has been consistently followed. The Court said the 
purpose of the section was principally to spare the Government the 
embarrassment and trouble of dealing with several parties, one of 
them a stranger to the claim, and to prevent traffic in claims, particu- 
larly tenuousclaims, against the Government. Neither reason, said the 
Court, applied to the case at hand; furthermore, Congress could not 
be presumed to have intended to obstruct mergers approved by the 
states. Other exceptions are assignments for the benefit of cred- 
itors,’® corporate dissolutions,” transfers by descent,” or transfers 
by subrogation.”* Exceptions are often classified as transfers by ‘‘ op- 
eration of law.’’ * 

A tax-free reorganization not complying with the merger or con- 
solidation statutes of the states involved is difficult to fit into an 
‘‘operation of law’’ mold. Although it is in some ways comparable to 
a voluntary sale of assets for cash, to which section 203 quite clearly 
applies,” the courts and Treasury have held that acquiring corpo- 
rations in several types of non-taxable reorganizations may sue for 
refund of taxes paid by transferors. A recent case in point is Mitchell 
Canneries v. United States, in which a claim against the Govern- 
ment was transferred first from a corporation to a partnership, 
whose partners were former stockholders, and then to another cor- 
poration formed by the partners. Holding the final corporation enti- 
tled to sue on the claim, the Court cited the Seaboard," Novo Trad- 
ing,'® and Roomberg * cases for the proposition that ‘‘. .. transfers 
by operation of law or in conjunction with changes of corporate 
structure are not assignments prohibited by the statute. ’’ 


9 256 U.S. 655 (1921). 

10 Goodman v. Niblack, 102 U.S. 556 (1880). 

11 Novo Trading Corp. v. Comm’r, 113 F.2d 320 (2d Cir. 1940) ; Niagara Mohawk Power 
Corp. v. United States, 51 A.F.T.R. 1614 (N.D.N.Y. 1955) ; Roomberg v. United States, 40 
F.Supp. 621 (E.D.Pa. 1941). 

12 Erwin v. United States, 97 U.S. 392 (1878). 

13 United States v. Aetna Casualty & Surety Co., 338 U.S. 366 (1949). 

14 Td at 374. 

15 Z.g., Naylor v. United States, 102 F.Supp. 309 (S.D.Cal. 1952) (sale of partner’s in- 
terest in partnership assets) ; Rev. Rul. 56-3, 1956-1 Cum. BuLL. 685 (sale of plant and 
manufacturing activities of corporation; seller remained in existence and engaged in other 


business activity). 
16 77 F.Supp. 498 (Ct.Cl. 1948). 
17 Seaboard Air Line Railway v. United States, supra note 9. 
18 Novo Trading Corp. v. Comm’r, supra note 11. 
19 Ibid. 
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In an earlier case, Kingan & Co. v. United States,?° an American 
corporation was formed for the purpose of acquiring the stock of a 
British corporation in exchange for its own stock and then liquidat- 
ing the British corporation. The anti-assignment statute was held 
not to prevent the American corporation from suing for a refund of 
taxes paid by the British corporation. The transaction presumably 
would have qualified under section 368(a) (1) (B) as a contractual re- 
organization, followed by a section 332 liquidation, but not under sec- 
tion 368(a)(1)(A) as a statutory merger or consolidation. The 
Court, nevertheless, relied on the Seaboard case and also mentioned 
that the shareholders of the two corporations were the same. In 
substance, said the Court, there was no transfer of equitable title. 

The Treasury arrives at substantially the same conclusion, but 
skirts the problem of section 203 of the United States Code. Revenue 
Ruling 54-17 *' provides that if the corporation against which a tax 
was assessed has since been liquidated by merger with a successor 
corporation, a claim for refund should be filed by the successor in 
the name and on behalf of the corporation which paid the tax, fol- 
lowed by the name of the successor corporation. Proper evidence of 
the liquidation and succession must also be filed. If the succession is 
a matter of public record, certificates of the Secretaries of State or 
other public officials having custody of the documents will suffice; 
if the succession is not of record, all documents relating to such suc- 
cession, properly certified, are required. The former proof seems 
applicable to a statutory merger or consolidation, the latter to a 
contractual acquisition. The Ruling would not, however, apply to 
an acquisition of assets for cash.** A recent Ruling, although rather 
confusing, cites and follows Rev. Rul. 54-17. The Ruling suggests 
also that it applies to either a statutory or contractual reorganiza- 
tion.?* Hence, a successor corporation in a C reorganization appears 
entitled to sue for a refund of taxes paid by the merged corporation 
despite section 203. 


20 44 F.2d 447 (Ct.Cl. 1930). 

21 1954-1 Cum. BuLL. 160. 

22 Rev. Rul. 56-3, supra note 15. 

23 Rev. Rul. 59-399, 1959-2 Cum. Buu. 488, 490. The Ruling deals with consent forms 
977 and 872 signed by an acquiring corporation in a tax-free reorganization with respect to 
a transferor corporation’s tax liability, their validity in extending the period of limitations 
for assessment of tax, and effectiveness in extending the period for claiming a refund. Al- 
though not entirely clear, it seems to hold the transferee in either an A or C reorganization is 
entitled to sue for a refund of taxes paid by a transferor. It states that ‘‘The effect of a 
transaction whereby a transferor transfers all of its assets and liabilities to a transferee for 
voting stock of the transferee is the same as in a statutory merger of two corporations.’’ 
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In aB reorganization, followed by a section 332 liquidation, those 
cases which hold that section 203 is inapplicable to transfers in liqui- 
dation appear to permit the successor corporation to sue for refund 
of taxes paid by the transferor. In fact, a cash purchase of a corpo- 
ration’s stock followed by liquidation might also be an effective way 
to transfer a claim for refund if the Kimbell-Diamond doctrine * 
is not applied to eliminate the intermediate step. 

These results appear sound. As stated in Seaboard and numerous 
other cases, the two primary reasons for the enactment of section 
203 of the United States Code were to prevent the Government from 
having to deal with more than one claimant and to prevent the as- 
signment of meretricious claims on a contingent-fee basis. The 
cases have allowed transfer of claims if beneficial ownership is not 
changed. The first reason would never apply to a reorganization 
transfer which meets the conditions of section 381(a), which is the 
only type presently under discussion. Section 381(a) applies only to 
a transfer by liquidation of a subsidiary owned to the extent of at 
least 80 per cent, a statutory merger or consolidation, an acquisition 
of substantially all a corporation’s assets solely in exchange for 
voting stock, or a change of identity, form, or place of organization. 
In virtually every case the transferor corporation is liquidated, and 
its former stockholders either own outright, or have a continuing 
stock interest in, the assets which gave rise to the tax. In these cir- 
cumstances the possibility of multiple or conflicting claims is ex- 
ceedingly remote. Furthermore, ina C reorganization the continuing 
interest of stockholders of the corporation which paid the tax must 
be greater than is necessary in a statutory merger, to which the stat- 
ute is clearly inapplicable. 

Nor is it at all likely that a ‘‘desperate’’ claim against the Govern- 
ment will be assigned on a contingent-fee basis in the guise of a tax- 
free reorganization. If the transferor has substantial assets other 
than the claim, it seems reasonable to assume no corporation would 
be willing to acquire all of its properties in the dim hope of collecting 
a claim for refund of taxes. If such an unlikely transaction were to 
take place, it would more logically be accomplished by a stock pur- 
chase, followed by the prosecution of the claim by the wholly-owned 
subsidiary, followed by liquidation. In the rare case where a corpo- 
ration’s only substantial asset, or its most important one, is a claim 


24 Kimbell-Diamond Milling Co. v. Comm’r, 187 F.2d 718 (5th Cir. 1951), affirming per 
curiam 14 T.C. 74 (1950), which held a purchase of a corporation’s stock followed by liqui- 
dation should be treated, for basis purposes, as a cash acquisition of assets since this was the 
purpose and substance of the whole transaction. 
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for refund, perhaps its transfer should not be permitted, whether 
the reorganization takes the form of a statutory merger or of the 
acquisition of assets for stock.** 

It appears, then, that although the matter is not dealt with in 
section 381(c), a successor corporation in a reorganization of a type 
specified in section 381(a) is entitled to sue for refund of taxes paid 
by a transferor corporation. Section 203 of the United States Code 
has been interpreted as not applying to claims against the Govern- 
ment transferred in tax-free reorganizations. The successor corpo- 
rations have been held entitled to sue on such claims. 


OrnHer Tax ATTRIBUTES OF THE TRANSFEROR 


There are certain tax attributes of a corporation whose nature and 
effect might depend on the facts of the particular reorganization in- 
volved. For example, property ‘‘used in the trade or business’”’ of a 
transferor corporation, as defined in section 1231, presumably would 
not retain its special status following a non-taxable reorganization 
if it is not so used in the business of the acquiring corporation. The 
parent of a group filing consolidated returns might be treated as 
the same corporation following a reorganization defined in section 
368(a)(1)(F), but as a different corporation for this purpose after 
a tax-free acquisition by another corporation which had not, for 
example, elected to file consolidated returns with its own subsidiar- 
ies. Similar considerations presumably made it difficult to prescribe 
a general rule where the acquired and acquiring corporations have 
different methods of accounting (section 381(c) (4)) or depreciation 
(section 381(c) (6) ).7° 

Other sections of the 1954 Internal Revenue Code provide for 
survival of certain of a transferor’s tax attributes following a tax- 
free reorganization. Section 362 requires carryover of the transferor 
corporation’s basis for property transferred, and section 1223 pro- 
vides for tacking on the transferor’s holding period for such prop- 
erty to that of the transferee. Section 169 permits a person acquiring 


25 In such a case, where the principal purpose of the reorganization may be acquisition of 
a refund claim, the provisions of section 269 (1954) must be considered. Even though the 
authorities cited supra hold that section 203 of the United States Code does not apply to 
most types of tax-free reorganizations, and seem also to hold affirmatively that a successor 
corporation may normally sue for a tax refund, they certainly cannot be widened to exclude 
application of a section such as 269. 

26 But see Rev. Rul. 59-395, 1959-2 Cum. Buu. 475, which seems to provide generally for 
survival of a consolidated group if the reorganization takes the form of a statutory merger 
or consolidation and the business of the merged corporations is continued. 
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grain-storage facilities to elect to continue amortization over a 60- 
month period. However, a similar privilege was not specifically pro- 
vided in section 168 for a person acquiring emergency facilities. 

Attributes similar to aloss carryover. There may be certain items 
which are quite similar to a net operating loss carryover or operating 
deficit and whose right to survive a reorganization should perhaps 
be subject to the conditions applicable to those items. For example, 
suppose another excess profits tax similar to prior laws is enacted, 
providing for carryover of excess profits credits. This carryover 
right has a number of things in common with a net operating loss 
carryover. It is an averaging device intended to ease the tax burden 
of fluctuating income; it is a tax benefit which might be of substantial 
value to a corporation which expects to have a high excess profits 
tax. Under the 1939 Code this item was permitted to survive a tax- 
free reorganization in the Stanton Brewery case, but only over 
the dissent of Judge Learned Hand, who wrote the majority opinion 
in the Sansome* case, a leading case requiring carryover of earn- 
ings and profits in a non-taxable reorganization. 

Since this type of item was not in the statute when section 381 was 
enacted in 1954, one cannot say with certainty what effect the enact- 
ment of that section should have. With respect to this type of item, 
one might properly apply the language of the Committee Report, 
quoted above, which cautions against using section 381 as a basis for 
treating other tax attributes not mentioned therein. 

Actually, there do not presently appear to be items in the statute 
comparable to a net operating loss carryover. Probably the primary 
reason for special treatment of a net operating loss carryover is 
the unique opportunity it presents for tax avoidance. It is also a 
device intended to permit a business to average, to some extent, 
operations of profit and loss years. The Court in Libson Shops relied 
on this aspect of a net operating loss carryover in holding that it 
applied only to the business which sustained the loss. None of the 
items now under discussion can compare in these respects. Carry- 
over of excess credits for foreign taxes and carryover of excessive 
expenditures for soil and water conservation are both averaging 
devices and tax benefits, but it is most unlikely that any significant 
number of tax-motivated reorganizations will result from permit- 
ting these benefits to survive a non-taxable reorganization. 

No other item seems either susceptible to abuse by means of a tax- 


27 Stanton Brewery, Inc. v. Comm’r, 176 F.2d 573 (2d Cir. 1949). 
28 Comm’r v. Sansome, 60 F.2d 931 (2d Cir.), cert. denied, 287 U.S. 667 (1932). 
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motivated reorganization, or can be considered an averaging device 
which might be deemed peculiarly designed for use only by the busi- 
ness entity sustaining the loss which gave rise to the deduction. 

If the conditions of section 382 are met, so that use of a transfer- 
or’s net operating losses is permitted, the case for allowing use of 
any item comparable to the net operating loss, but not listed in sec- 
tion 381, is a very logical and appealing one. The restriction in the 
Committee Report against drawing inferences from the provisions 
of section 381 must still be considered, although technically the argu- 
ment can be made that here the inference is being drawn from sec- 
tion 382, not section 381. Presumably this reasoning would not apply 
to an item such as the right to sue for a refund, covered by another, 
perhaps inconsistent, statutory provision. 

Treatment under the 1939 Code. The most literal interpretation of 
the language quoted above from the Committee Report and Regula- 
tions is that the law under the 1939 Code should determine whether 
an item not mentioned in section 381 of the 1954 Code survives a 
reorganization transfer. This appears to be the only authority if one 
precludes either the language of section 381 or even the most obvious 
inference from the Congressional intent in enacting it. An analysis 
of this point, under the 1939 Code, also leads to the conclusion that at 
least most items not included in section 381(¢) should be permitted 
to survive a reorganization transfer. It shall be shown that in cer- 
tain cases the draftsmen of section 381 permitted or required sur- 
vival of a transferor’s tax attributes where this had not been per- 
mitted or required before, but in no case restricted or prevented 
survival where this was not restricted or prevented under prior 
law. This tends to support the position favoring application of the 
principles underlying section 381 to unlisted items. 

Under the 1939 Code survival of a transferor’s tax attributes has 
been denied, or not required, in cases involving net operating loss 
carryovers,”® method of computing depreciation,®® method of com- 
puting inventory,*' capital loss carryovers,®” unused dividend paid 
credits,** and deficits which the taxpayer attempted to offset against 
pre-reorganization earnings.** Carryovers were permitted or re- 


29 Libson Shops, Ine. v. Koehler, 353 U.S. 382 (1957) ; New Colonial Ice Co. v. Helvering, 
292 U.S. 435 (1934). 

80 Akron, Canton and Youngstown Railroad Co., 22 T.C. 648 (1954). 

31 Cf, Textile Apron Co., 21 T.C. 147 (1953). 

32 Patten Fine Papers, Inc. v. Comm’r, 249 F.2d 776 (7th Cir. 1957). 

83 Jones v. Noble Drilling Co., 135 F.2d 721 (10th Cir. 1943). 

34 Comm ’r v. Phipps, 336 U.S. 410 (1949). 
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quired in cases involving earnings and profits, unamortized bond 
issue discount and expense,** unused excess profit credit carry- 
overs,” deficits to be used against post-reorganization earnings,* 
and the right to rapid amortization of war facilities.* 

With the exception of the Libson Shops *° case, which stated an 
entirely new principle of law in this area, and several cases which 
have followed it,* the later decisions in the appellate courts have 
preferred the rationale of cases requiring survival of tax attributes 
to that of cases denying it. The leading case denying survival of a 
net operating loss carryover, New Colonial Ice v. Helvering, decided 
under the Revenue Act of 1921, relied principally on the fact that 
the successor in reorganization was not ‘‘the taxpayer’’ which had 
sustained the loss and was therefore not entitled to the loss carry- 
over.*? The Court reiterated the common admonition that deduc- 
tions are a matter of legislative grace ‘‘and that provisions for them 
must be strictly construed.’’ The leading case requiring survival of a 
tax attribute, Commissioner v. Sansome,* reached the opposite con- 
clusion. It held that the words ‘‘its earnings and profits’’ (contained 
in section 201 of the 1921 Revenue Act) did apply to a successor 
in reorganization. The Court reasoned that Congress, in enacting the 
sections exempting certain corporate reorganizations from tax, ‘‘in 
substance declared that some corporate transactions should not 
break the continuity of the corporate life.’’ ** That being the case, 
and since both the reorganization sections and earnings and profits 


85 Comm’r v. Sansome, 60 F.2d 931 (2d Cir.), cert. denied, 287 U.S. 667 (1932). 

36 Helvering v. Metropolitan Edison Company, 306 U.S. 522 (1939). 

87 Old National Bank in Evansville v. Comm’r, 256 F.2d 639 (7th Cir. 1958), reversing 28 
T.C. 1075 (1957) ; E. & J. Gallo Winery v. Comm’r, 227 F.2d 699 (9th Cir. 1955), reversing 
12 TCM 414 (1953) ; Stanton Brewery, Inc. v. Comm’r, 176 F.2d 573 (2d Cir. 1949), revers- 
ing 11 T.C. 310 (1948). The Tax Court has consistently denied the successor in reorganiza- 
tion the right to use the excess profits credit carryover of a predecessor, both on the basis of 
an explicit refusal to follow the Court of Appeals reasoning in the Stanton Brewery case, 
in California Casket Co., 19 T.C. 32 (1952) ; and, more recently, on the basis of the Libson 
Shops decision, in Old National Bank in Evansville, 28 T.C. 1075 (1957). 

88 United States v. Snider, 224 F.2d 165 (1st Cir. 1955). 

89 Ken-Rad Tube and Lamp Corp., 10 T.C. 1217 (1948), rev’d on other grounds, 180 F.2d 
940 (6th Cir. 1950). 

40 Supra note 29. 

41 Bookwalter v. Hutchens Metal Products, Inc., 281 F.2d 178 (8th Cir. 1960) (net op- 
erating loss carryover) ; Patten Fine Papers, Inc. v. Comm’r, 249 F.2d 776 (7th Cir. 1957) 
(capital loss carryover). 

42 Supra note 29. The quoted phrase was contained in section 204(b) of the Revenue Act 
of 1921, 42 Srar. 231. 

43 Supra note 35. 

44 Comm ’r v. Sansome, supra note 35, at 933. 
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section involved were ‘‘ passed, in some measure at least, to fix what 
should come into the computation of ‘gain or loss,’’’* the two 
should be read together. 

The more recent cases, in deciding which line of authority to fol- 
low, seem to have preferred Sansome and its reasoning. In F. C. 
Donovan, Inc. v. United States ** the Court allowed carryback of 
a net operating loss through a non-taxable reorganization essen- 
tially indistinguishable from the one involved in New Colonial Ice. 
It relied on the Libson Shops ‘‘continuity of business enterprise”’ 
doctrine, and explained the result in New Colonial Ice on the basis 
of the fact that the 1921 Revenue Act involved there antedated the 
non-taxable reorganization provisions.** 

In Snider v. United States * the District Court, in allowing carry- 
over of a deficit to be offset against post-reorganization earnings of 
the successor corporation, criticized the Supreme Court decision in 
Commissioner v. Phipps * for failing to follow the Sansome reason- 
ing where a tax benefit rather than a detriment was involved. The 
Court of Appeals affirmed, distinguishing Phipps on the ground that 
it involved pre-merger rather than post-merger earnings to offset 
the transferor’s deficit.” 


45 Ibid. 

46 261 F.2d 470 (1st Cir. 1958). 

47 This apparent application of the Libson Shops continuity of business enterprise doc- 
trine seems in fact a significant, and perhaps theoretically unwarranted, extension thereof. 
Had the Supreme Court not relied on this newly-created principle, it might still have denied 
the carryover on the basis of the New Colonial Ice reasoning, which it expressly refused to 
approve or disapprove. The Court deciding Donovan distinguished New Colonial Ice on the 
ground that it was based on 1921 law which, it said, ‘‘ was several years before the Congress 
introduced into the revenue laws the broad provisions for certain types of reorganizations 
to be tax-free as to the corporations.’’ The relevance of this distinction is questionable, 
however, since a reorganization such as that involved in the New Colonial Ice case was by 
statute non-taxable at the shareholder level, under section 202(¢) (2) of the 1921 Act, 42 
Stat. 230, and apparently non-taxable at the corporate level by administrative interpreta- 
tion. See H.R. Rep. No. 179, 68th Cong., Ist Sess. 13 (1924). Would the Court of Appeals for 
the First Circuit disagree with the reasoning or result of the Sansome case, which relied on 
the ‘‘continuity of the corporate life,’’ resulting from the non-recognition rules of section 
202(c) (2) of the 1921 Act, to require a carryover of earnings and profits? Even under the 
case law existing prior to 1921, the New Colonial Ice transaction, a reincorporation of a 
New York corporation into another New York corporation having the same assets and stock- 
holders, might well have been a non-taxable exchange at both corporate and stockholder 
levels. .g., Weiss v. Stearn, 265 U.S. 242 (1924). The Treasury, however, appears to accept 
the view of the Court in Donovan to the extent that a loss carryover is permitted to survive 
if the loss corporation assets are shown to have produced post-reorganization profits and if 
the reorganization takes the form of a statutory merger. Rev. Rul. 59-395, supra note 26. 
For a comment on this last requirement, see note 53 infra. 

48 125 F.Supp. 352 (D. Mass. 1954), aff’d, 224 F.2d 165 (1st Cir. 1955). 

49 336 U.S. 410 (1949). 

50 This same distinction is now made by section 381(¢)(2)(B) (1954). See also Kay- 
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In Stanton Brewery, Inc. v. Commissioner ™ the Court permitted 
carryover of unused excess profits credits because it felt the ‘‘evi- 
dent statutory purpose’’ of the reorganization sections was to accord 
‘‘the privileges of the carryover provisions to what is essentially 
a continuing enterprise.’’ ** The New Colonial Ice case was referred 
to only as authority for the Commissioner’s ‘‘dubious assumption’’ 
that the legal entity having the credit disappeared in the merger; 
the Court was of the opinion that the direction of the merger should 
have no effect on the survival of a carryover.™ 

What is the effect of the Libson Shops ™ case on the treatment of 
carryovers under the 1939 Code? In that case sixteen corporations, 
engaged in the business of selling women’s apparel at retail, all 
owned by the same shareholders in the same proportions, were 
joined by statutory mergers into a seventeenth, originally organ- 
ized to perform management services for the others, and also owned 
by the same shareholders in the same proportions. The physical as- 
sets were not merged. The successor corporation attempted to use 
net operating loss carryovers of three of the merged corporations, 
which also sustained losses in the post-merger taxable year. The 
Court denied the carryovers. It decided the case on the entirely new 
principle that there was not sufficient continuity of business enter- 
prise, that to permit a carryover it must be shown that the enterprise 
claiming the deduction is ‘‘substantially the same business which 
produced the loss.’’ *° The decision is based on an interpretation of 


anagh v. United States, 187 F.Supp. 430 (D. Neb. 1960), which distinguished the Phipps 
case on other grounds. 

51176 F.2d 573 (2d Cir. 1949). 

52 Id. at 577. Note the similarity to the language in the Sansome opinion. 

53 The Court in Stanton Brewery also relied on the fact that the acquisition was ‘‘ by oper- 
ation of law’’ rather than ‘‘ by purchase and contract.’’ Id. at 576. Other cases and a recent 
Ruling have emphasized this distinction, which may therefore have significance as a prac- 
tical matter. Patten Fine Papers, Inc., 27 T.C. 772, aff’d, 249 F.2d 776 (7th Cir. 1957) ; 
Newmarket Mfg. Co. v. United States, 233 F.2d 493 (1st Cir. 1956); E. & J. Gallo Winery 
v. Comm’r, 227 F.2d 699 (9th Cir. 1955) ; Gramm Trailer Corp., 26 T.C. 689 (1956) ; Rev. 
Rul. 59-395, supra note 26. There seems to be no rational basis for this distinction, how- 
ever, since section 368 (1954), defining for tax purposes what qualifies as a tax-free reor- 
ganization, does not differentiate between a statutory merger and, for example, a contrac- 
tual acquisition of assets in exchange solely for voting stock. The Court deciding Libson 
Shops expressly declined to state whether it thought this distinction valid, and the Court 
of Appeals in the F. C. Donovan case expressly rejected it, allowing the carryback of a net 
operating loss, after a contractual liquidation of a wholly-owned subsidiary, from a post- 
merger to a pre-merger year. A recent case, Bookwalter v. Hutchens Metal Products, Inc., 
supra note 41, has added to the confusion by denying survival of a loss carryover following 
a statutory merger. 

54 Libson Shops, Ine. v. Koehler, 353 U.S. 382 (1957). See Comment, 69 Yaue L.J. 1201, 
1216 (1960). 

55 Id. at 386. 
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the legislative history of the net operating loss provisions, said to 
permit averaging the ups and downs of one business entity, and an 
interpretation of the reorganization sections to prevent their use 
to obtain tax deductions not otherwise available. 

The phrase ‘‘substantially the same business’’ has been construed 
to mean the physical assets, similarly as the sense in which the 
phrase ‘‘a trade or business’’ is used in section 382(a). In the F. C. 
Donovan ® case, Libson Shops was construed to permit carryback of 
a net operating loss to a tax year of a former subsidiary after a non- 
taxable reorganization, since the division sustaining the loss was 
the same business entity, 7.e., group of assets, operated as a subsid- 
iary prior to the reorganization. In Mill Ridge Coal Company v. 
Patterson™ a loss carryover was denied, following a change in 
stock ownership of the taxpayer corporation, since the assets pro- 
ducing a profit were not the same as those which had produced the 
loss carryover. The Treasury interprets Libson Shops as allowing 
a net operating loss or excess profits credit carryover of a transferor 
corporation, under the 1939 Code, to offset post-reorganization 
profits attributable to assets acquired from the ‘‘loss’’ corporation 
after a statutory merger or consolidation, but not profits attributa- 
ble to assets of the acquiring corporation. It is not entirely clear, 
however, what the Supreme Court meant by this phrase, and this 
uncertainty may possibly give rise to future litigation.” 


56 F’. C. Donovan, Inc. v. United States, 261 F.2d 470 (1st Cir. 1958). 

57 264 F.2d 713 (5th Cir.), cert. denied, 361 U.S. 816 (1959). 

58 Rev. Rul. 59-395, supra note 26. 

59 There are at least three elements involved in the concept of ‘‘continuity of business 
enterprise,’’ namely, corporate entity, assets, and ownership. Libson Shops denies a loss 
carryover if entity and assets are different from those producing the loss, even if owner- 
ship does not change. In the Libson Shops fact-situation the loss carryover would be allowed 
if the transaction is governed by the 1954 Code, since sections 381(a)(2) and 382(b) (3) 
(1954) would apply. Rev. Rul. 58-603, 1958-2 Cum. BuLL. 147. The 1954 Code allows sur- 
vival of a loss carryover in certain cases where entity, assets, and, to some extent, ownership 
change. See I.R.C. §§ 381(a) (2) and 382(b). Libson Shops refused to rule on the case in 
which the entity remains but assets and ownership change. Several recent cases deny a loss 
carryover in this situation if tax avoidance is the principal purpose motivating the change 
in ownership and assets; these cases rely on section 129 of the 1939 Code (section 269 
(1954)). James Realty Co. v. United States, 280 F.2d 394 (8th Cir. 1960); Comm’r v. 
British Motor Car Distributors, 287 F.2d 392 (9th Cir. 1960), reversing 31 T.C. 437; Mill 
Ridge Coal Company v. Patterson, 264 F.2d 713 (5th Cir. 1959); Thomas E. Snyder, 34 
T.C. No. 39 (1960). See also I.R.C. § 382(a) (1954). However, a loss carryover was recently 
allowed under the 1939 Code following a change of ownership and assets not principally 
motivated by tax avoidance; the Lisbon Shops decision was held inapplicable. Virginia 
Metal Products, Inc., 33 T.C. 788 (1960). Under the 1939 Code a loss carryover has been 
permitted to survive a statutory merger or consolidation, despite a change in entity and 
ownership (presumably to the extent this is permitted in a reorganization qualifying under 
section 368 (1954) ), if the ‘‘loss’’ assets produce a post-merger profit. Old National Bank 
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For several reasons the Libson Shops decision does not seem ap- 
plicable, in most cases, to carryover of items which have been listed 
above and which are not covered by section 381(c). If the assets 
acquired in a reorganization show a profit which can be attributed 
to them, the holding of the case, as presently interpreted by the 
courts and Treasury, does not apply, at least if a statutory merger 
is involved.” As already indicated," a uniform rule should be ap- 
plied, whether or not the reorganization takes the form of a statu- 
tory merger. 

Even if the acquired assets do not show a profit in the immediate 
post-reorganization years, the rationale of Libson Shops, based 
heavily on the legislative history and special characteristics of the 
net operating loss carryover, may not be applicable to other potential 
credits or deductions. The right to sue for a refund, for example, 
seems an inherent right of the corporate entity acquired, having no 
relation to current profits or losses. Amortization expenses, like 
basis, seem more related to the specific asset acquired than to over- 
all profit or loss. And certain elections, such as for rapid amortiza- 
tion of emergency facilities, seem inherent in the corporate entity 
or specific asset, unless its use changes after the reorganization. 
These differences apply to all but a few of the items included in the 
sixteen mentioned above. If one takes into account the further rea- 
son for preventing use of reorganization exchanges for tax-avoid- 
ance purposes, implicit in the Libson Shops decision and explicit in 
other decisions dealing with loss carryovers, the case does not seem 
applicable to any of the listed items, since none of them presents a 
significant opportunity for tax avoidance. The validity of these dis- 
tinctions is borne out by section 382, which imposes certain restric- 
tions on the carryover of net operating losses, but not on carryover 
of any of the other nineteen items listed in section 381(c). 

Similar considerations suggest that the Patten Fine Papers® 


in Evansville v. Comm’r, 256 F.2d 639 (7th Cir. 1958) ; Rev. Rul. 59-395, supra note 26. 
Apparently the Treasury will attempt to deny use of a loss carryover following a contrac- 
tual, rather than statutory, tax-free transfer to which section 381(a) (1954) does not 
apply, in which there is a change of entity only, but not of ownership or assets. This follows 
New Colonial Ice v. Helvering, supra note 29. But see F. C. Donovan, Inc. v. Comm’r, supra 
note 46, which reaches a contrary result. See note 53 supra. Presumably neither a change in 
assets nor ownership alone would affect a loss carryover. 

60 F. C. Donovan, Inc. v. Comm’r, supra note 46 (loss carryover allowed to survive con- 
tractual liquidation of wholly-owned subsidiary); Old National Bank in Evansville v. 
Comm’r, supra note 37; Rev. Rul. 59-395, supra note 26 (loss carryover allowed to survive 
statutory merger or consolidation). See also discussion pp. 218, 220 supra. 

61 See note 53 supra. 

62 Patten Fine Papers, Inc. v. Comm’r, 249 F.2d 776 (7th Cir. 1957), affirming 27 T.C. 


772. 
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decision does not determine treatment of items not covered by sec- 
tion 381(c). In that case a capital loss carryover was denied follow- 
ing liquidation of a wholly-owned subsidiary by its parent. The 
subsidiary’s assets on the date of liquidation were cash and accounts 
receivable due from the parent. The Tax Court denied the carryover, 
primarily on the authority of New Colonial Ice, distinguishing the 
Stanton Brewery, Newmarket,™ and Metropolitan Edison Co.® 
cases on the ground that they involved statutory mergers. The Court 
of Appeals affirmed on this issue, citing New Colonial Ice and Libson 
Shops, the latter having been decided by the Supreme Court while 
the appeal was pending. 

This case was a particularly strong one for the Government, since 
it involved a tax-free liquidation of what was virtually a shell; one 
might legitimately question whether any tax attributes of the sub- 
sidiary should have passed to the parent. Furthermore, a net oper- 
ating loss carryover and a capital loss carryover are similar in that 
both are averaging devices which may provide opportunities, in 
certain cases, for substantial tax avoidance through use of reorgan- 
izations. It is worth noting, however, that the draftsmen of the 1954 
Code did not choose to apply the restrictions of section 382 even to 
this item, which is another indication of the uniqueness of the loss 
carryover. 

Hence, it appears that applying the case authority in this area 


without reference to section 381, one is led to the conclusion that only. 


a net operating loss carryover or similar tax benefit may fail to 
survive a reorganization and, after a statutory merger, only if the 
group of assets which sustained the loss fails to show a profit. It is 
an open question whether a loss carryover survives a tax-free con- 
tractual acquisition if the ‘‘loss’’ assets show a post-reorganization 
profit. Cogent reasons exist for not extending the Libson Shops or 
New Colonial Ice rationale to items such as the sixteen listed earlier. 
Thus, the most literal interpretation of the Committee Report and 
Regulations under section 381 leads to the same result as an inter- 
pretation utilizing the presumed intent of the section, namely, that 
generally survival of a transferor’s tax benefits and detriments 
should be permitted and required following a tax-free reorganiza- 
tion. 
63 Stanton Brewery, Inc. v. Comm’r, supra note 27. See discussion p. 219 supra. 


64 Newmarket Manufacturing Co. v. United States, supra note 53. 
65 Helvering v. Metropolitan Edison Company, 306 U.S. 522 (1939). See discussion p. 217 


supra. 
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C- | ConcLusION 

ail Section 381 cannot be interpreted to permit all tax attributes of 
ne a transferor corporation to survive a reorganization. In considering 
ts the right to sue for or claim a refund, one must look to section 203 
tr, | of the United States Code. In considering items such as section 1231 
~ property, amortization of emergency facilities, or the right to file 
| consolidated returns, one must perhaps consider the use to which 
rt the assets are put after the reorganization and the relation of the 
of group filing consolidated returns to the acquiring corporation. In 
le considering any item one must perhaps compare it with a net oper- 


ating loss carryover. If similar, one must consider the relevance of 
1939 Code authorities, such as Libson Shops and New Colonial Ice, 
and also the provisions of section 382. 
" Since none of the sixteen items listed at the outset of this article 
: is really comparable to a net operating loss, neither these 1939 Code 
t authorities nor the provisions of section 382 are decisive in consider- 
, ing whether these items survive a tax-free reorganization. More im- 
Z portant is the general trend of the courts toward permitting and 
requiring survival of a transferor’s tax attributes under the 1939 
, Code, and the definite movement in this direction embodied in section 
381 of the 1954 Code. It makes little sense to deny survival of any 
item, except one involving clear abuse, in view of the necessarily 
liberalizing effect of sections 381 and 382. The rules of the New 
; Colonial Ice, Libson Shops and Patten Fine Papers cases have all 
been modified by these sections, for example, to permit broadened 
survival of loss carryovers. 

A number of other reasons suggest this approach. In most cases 
any tax benefits carried over will be offset to some extent by tax 
detriments whose carryover is also required. The notable example, 
whose carryover has long been required by case law, is earnings 
and profits. Other attributes of a transferor, such as basis and hold- 
ing period of capital assets, which certainly have an important effect 
on taxable income of the successor corporation, are carried over 
unchanged by operation of other sections of the Internal Revenue 
Code.® Theoretically, the parties can arrange to make a reorganiza- 
tion transfer taxable if detriments outweigh benefits, but as a prac- 
tical matter freedom of choice is usually restricted by other con- 
siderations, such as the substantial tax on realized gain payable in 
the year of a taxable transfer. Furthermore, there is little possibil- 


66 I.R.C. §§ 358 (1954) (basis to distributees), 362 (1954) (basis to corporations), and 
1223 (1954) (holding period of property). 











224 TAX LAW REVIEW [Vol. 16: 





ity of tax avoidance in permitting survival of tax benefits, provided 
the parties know the rules in advance. Assume, for example, that all 
net operating losses were permitted to survive non-taxable reorgan- 
izations. In that case they would represent assets in the hands of 
transferor corporations, for which a fair price presumably would 
be paid. In determining that price, the face value of a loss carryover 
would probably be discounted, taking into account the possibility 
that the acquiring corporation would not have earnings against 
which to offset the potential deduction within the required period of 
time. On the seller’s side, there would be partial recoupment of a 
prior loss; on the buyer’s side there would be payment of fair value 
for a somewhat speculative asset. 

Allowing tax attributes to survive tax-free reorganization trans- 
fers eliminates a distinction based on form only. Even if a loss carry- 
over, for example, cannot be transferred in a tax-free reorganiza- 
tion, it can nevertheless generally be utilized if the profitable 
corporation merges into the loss corporation.” 

The primary consideration in this area is certainty—to enable } 
the merging corporations to know in advance the tax effects and 
costs of the reorganization. As illustrated in the loss carryover ex- 
ample described above, the real opportunity for, and danger of, 
windfall profits comes from uncertainty as to tax consequences. It 
would be desirable to adopt a formula under which even the right to 
use a transferor’s loss carryover would be determined with some 
certainty at the time the merger is negotiated. Section 381 should 
be amended to deal specifically with all items not presently dealt 
with, whose survival of a reorganization is at the moment certainly 
not clear. 

In the meantime, the Treasury could solve at least some of the 
problems discussed herein by amending the Regulations covering 
section 381(c), which merely paraphrase the Committee Report, to 
the effect that no inference concerning treatment of items not cov- 
ered by section 381(c) is to be drawn from enactment of that section. 
There seems no valid reason why a more positive stand could not 
be taken. Based either on the necessarily liberal intent of Congress 


67 But see I.R.C. §§ 382 and 269 (1954). 

68 The present statutory approach is embodied in section 382(b) of the 1954 Code. See 
also Professor Brown’s proposal that the loss carryover of a transferor corporation in a re- 
organization be used to offset the same proportion of the income of the transferee corpora- 
tion in post-merger years as the basis of the transferor’s net assets just prior to the reorgan- 
ization bears to the basis of the transferee’s net assets just after the reorganization. Brown, 
An Approach to Subchapter C, 3 Tax REVISION COMPENDIUM 1619, 1629 (Committee on 
Ways and Means, 1959). 
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in enacting the section or the case authority under the 1939 Code, or 
both, it would seem possible to spell out a set of rules permitting 
survival of at least most items not listed in section 381. 

Presumably one of the main goals in enacting a section as specific 
as section 381 was to eliminate many of the uncertainties of the case 
law under the 1939 Code. A concomitant part of such an effort must 
be continuing efforts by Congress and the Treasury to deal in an 
equally specific manner with items which were inevitably overlooked 
when the section was originally enacted. 

















Pensions for the Self-Employed: ‘The 
Treasury Department-Finance 
Committee Plan 


LESLIE M. RAPP 


D uRING the past year the quest for tax equality for private pension 
plans for the self-employed reached another milestone in the long 
and tortuous journey through the legislative mill when for the first 
time a House-passed bill ' dealing with the subject was favorably re- 
ported to the United States Senate,? albeit in a substantially modified 
form. While an end-of-the-session threat of a lengthy debate by a 
small group of opposition Senators prevented Senate action on the 
measure, the considerable progress made during the past Congress 
tends to indicate that the major roadblocks to the enactment of some 
form of legislation in this area have been largely overcome. It may 
well be, therefore, that the incoming Congress at long last will send 
to the President for his approval or disapproval a compromise bill 
enabling the self-employed to participate in tax-favored pension 
plans. 

In an earlier article * the writer traced the efforts of the self-em- 
ployed to secure tax deferment for limited amounts of their earned 
income which they might voluntarily set aside in a restricted fund 
for their ultimate retirement, consistent with the treatment which 
Congress for many years has extended to employed persons whose 
employers have set up qualified pension plans in their behalf.* This 


LEsLiz M. Rapp is a member of the New York and District of Columbia Bars and a part- 
ner of Simpson, Thacher and Bartlett, New York City. 

1 H.R. 10, 86th Cong., Ist Sess. (1959), by Representative Eugene Keogh, of New York, 
co-sponsored by the late Representative Richard M. Simpson, of Pennsylvania. Co-sponsors 
with Mr. Keogh who preceded Mr. Simpson were the late Thomas A. Jenkins, of Ohio, and 
the late Daniel A. Reed, of New York. 

2 See S. Rep. No. 1615, 86th Cong., 2d Sess. (1960). 

3 Rapp, The Quest for Tax Equality for Private Pension Plans: A Short History of the 
Jenkins-Keogh Bill, 14 Tax L. Rev. 55 (1958). 

4 Under present law employees are not taxed currently on the contributions made by em- 
ployers in their behalf. In addition, earnings in qualified pension funds are allowed to accu- 
mulate tax-free. The benefits are includible in taxable income as and when distributed. 
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movement, which had its inception as early as 1945, gained its first 
real momentum in 1951 with the introduction, at the behest of numer- 
ous national groups of the self-employed, of the Reed-Keogh Bill.® 
Through succeeding Congresses the movement has been carried for- 
ward and has gained ever-increasing support. During this period, 
however, the form of the proposed legislation has been modified from 
time to time in an effort to meet various and sundry criticisms—sub- 
stantive, administrative, and fiscal—leveled at earlier drafts. 

It is the purpose of this article to refer to the developments with 
regard to the proposed legislation during the past two years and to 
discuss the substantially different form which it has taken as the re- 
sult of suggestions made by the Treasury Department and largely 
accepted by the Senate Finance Committee. As a necessary back- 
ground it may be helpful, first, to sketch briefly the evolution of the 
House-passed measure, commonly referred to as the Keogh-Simpson 
Bill.® 


I. Evotution or THE House Bru 


In view of the more recent developments, it is interesting to recall 
that the informal group of attorneys which in 1945 initiated the 
movement to remove the discrimination against the self-employed 
in the matter of the tax treatment of private pension plans first 
turned toward amending existing law relating to employee pension ~ 
plans to provide that the self-employed could be treated as their own 
employees for the purpose of qualifying for similar benefits.’ How- 
ever, at that time it was deemed impractical for several reasons to 
pursue this plan, and attention was turned toward seeking separate 
legislation to allow the self-employed to defer income tax on a lim- 
ited portion of earned income which they might voluntarily set aside 
in trust to provide for their own retirement.® 

The original draft of the bill ° embodying the foregoing principle 
was not restricted to the self-employed, but also included the so- 
called ‘‘pensionless employed,’’ *® that is, those employed persons 
whose employers had not set up pension plans for their benefit. Even 


Lump-sum distributions on termination of employment are given capital gains treatment. 
Employers may deduct currently their contributions to the pension funds even though the 
benefits are deferred and contingent. I.R.C. §§ 401 and 402 (1954). 

5 H.R. 4371 (Keogh) and H.R. 4373 (Reed), 82d Cong., 1st Sess. (1951). 

6 Supra note 1. 

7 Rapp, supra note 3, at 57. 

8 Ibid. 


9 Supra note 5. 
10 Rapp, supra note 3, at 60. 
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persons already under private pension plans were made eligible to 
supplement their existing benefits to the extent that the pension con- 
tributions made in their behalf by their employers were less than the 
allowable limits under the bill. 

In the next draft of the measure," the latter group were eliminated 
from coverage primarily for administrative reasons, since it ap- 
peared that there was no practical way to determine the portion of 
an employer’s total pension contribution which was attributable to 
particular employees. Still later, based on the comment by the then 
Secretary of the Treasury that it was only the self-employed who by 
law were discriminated against in the matter of voluntary pensions, 
and his statement that the elimination from the bill of the pensionless 
employed would reduce the revenue loss to a fraction of the amount 
under the broader coverage,” the bill in 1955 was modified to restrict 
its application to the self-employed.” 

Another series of major changes in the bill concerned the maxi- 
mum allowable annual reduction for contributions to a restricted re- 
tirement fund. Originally, the deduction was ten per cent of earned 
income, but not in excess of $7,500, with a lifetime limit of $150,000.** 
When first given tentative approval by the House Ways and Means 
Committee in 1955, the bill’s deduction limits were reduced to the 
lesser of ten per cent of earned income or $5,000, with a $100,000 life- 
time limit.* In reporting a modified form of the bill to the House in 
1958, the Ways and Means Committee reduced these limits further 
to the lesser of ten per cent of net earnings from self-employment 
and $2,500, with a lifetime limit of $50,000.*¢ 

With its benefits confined to the self-employed and with its deduc- 
tion limits at the level last mentioned, the bill was passed by the 
House in July, 1958, on a voice vote under suspension of the rules. 
However, it was then too late for any Senate action prior to final 
adjournment of the 85th Congress. 


II. Provisions oF THE House Bru (H.R. 10) 


At the opening of the 86th Congress in 1959, the Ways and Means 
Committee again favorably reported the bill ** in the same form in 


11 H.R. 8390 (Keogh) and H.R. 8391 (Reed), 82d Cong., Ist Sess. (1952). 

12 Hearings Before the House Committee on Ways and Means on H.R. 10, 84th Cong., 1st 
Sess. 10, 13 (1955). 

13 Rapp, supra note 3, at 66. 

14 Id. at 60. 

15 Id. at 66. 

16 H.R. 10, 85th Cong., 1st Sess. (1957) ; H.R. Rep. No. 2277, 85th Cong., 2d Sess. (1958). 
See, Rapp, supra note 3, at 80 n.83. 

17 H.R. Rep. No. 64, 86th Cong., 1st Sess. (1959). 
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which it was passed by the House during the previous Congress, and 
on March 16, 1959, it was once more overwhelmingly passed by that 
body.** The House bill (then known as the Keogh-Simpson Bill) was 
entitled ‘‘A bill to encourage the establishment of voluntary pen- 

sion plans by self-employed individuals.’’ It would allow the self- 
employed to deduct currently for federal income tax purposes a por- 

tion of their income from self-employment, provided it was put aside 

in certain specified types of restricted retirement funds, annuities, 

or insurance contracts. 

While the basic deductible limit was ten per cent of net earnings 
from self-employment or $2,500, whichever was the lesser, those 50 
years of age or older could increase their deductible amount by one- 
tenth for each year in excess of 50 and not in excess of 70 at the effee- 
tive date. 

Upon withdrawing the retirement funds at or after age 65, a self- 
employed individual would be required under the House bill to in- | 
clude the distributions in gross income as received. If, however, the 
funds should be withdrawn in a lump sum upon reaching age 65, a 
special averaging formula was set up which would limit the tax to 
five times the increase in tax resulting from including one-fifth of the 
lump sum in the participant’s income in the year of withdrawal.”® 
Withdrawals made prior to reaching age 65 would be taxed at 110 per 
cent of the liability which would have resulted had the distribution 
been spread ratably over the taxable year and the four previous 
years.”° To prevent indefinite postponement of the tax, withdrawals 
of the retirement funds would be required to start not later than at 
age 70. 

Under the House-passed bill, retirement funds were required to be 
invested in restricted annuity or insurance policies or deposited in 
a restricted retirement fund with a bank as trustee. If the funds were 
to be invested in annuity or insurance policies, it was required that 
such policies be non-assignable and that the entire value be payable 
in one or more of several alternative methods specified.*! Premiums 


18 H.R. 10, 86th Cong., 1st Sess. (1959). 

19 This formula was a substitute for capital gains treatment of lump-sum distributions as 
permitted under qualified employee plans. Earlier drafts of the bill had provided for capital 
gains treatment of such distributions, but this feature was strongly objected to by the 
Treasury Department. Hearings, supra note 12, at 12. 

20 Or such lesser number of years as the plan was in existence. 

21 These alternative methods were: to the insured not later than age 70-1/2; to the in- 
sured as a life annuity beginning not later than age 70-1/2, with the right to provide for an 
optional minimum term certain, not extending beyond his life expectancy; to the insured 
and his spouse as a joint life annuity or as a joint and survivor annuity, beginning not later 
than the insured’s age 70-1/2, with the right to provide for an optional minimum term cer- 
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on insurance policies were to be non-deductible to the extent that 
they were attributable to pure life insurance coverage, as distin- 
guished from retirement benefits purchased. 

The House bill restricted investments by the trusteee of a re- 
stricted retirement fund to (a) stock or securities listed on a national 
securities exchange, (b) federal, state, or municipal bonds, or (c) 
stock of a regulated investment company. However, the trustee was 
also permitted to purchase for participating members a restricted 
annuity policy on the life of the member. Distributions from a retire- 
ment trust were required to be completed before age 80. The income 
accumulated under a restricted retirement trust would be tax-exempt 
under the House bill until distributed to the participants. Exemption 
of the trust from income tax would be denied, however, if it engaged 
in certain prohibited transactions.” 

By permitting a self-employed individual annually to set aside 
tax-free as a retirement fund a portion of his net earnings from self- 
employment and to pay tax thereon only as the funds, plus any incre- 
ment thereto, were received in later years as retirement benefits, the 
House bill sought to afford the self-employed a measure of tax defer- 
ment somewhat comparable to that which the law now grants to em- 
ployees whose employers have established in their behalf a so-called 
employees pension plan meeting certain statutory requirements. 
Such employees, including stockholder-employees of corporations, 
in effect receive additional compensation to the extent that the em- 
ployer contributes to the pension plan in their behalf, yet they are 
not taxed currently on these contributions, but only as they are re- 
ceived at retirement. 

The self-employed, of course, would contribute their own funds 
under the House bill; hence the equalizing tax relief would come to 
them in the form of a tax deduction, which actually would represent 
a mere deferral of tax on the funds until they were received in later 
years. Presumably, however, the deferred amounts would be taxed 
at lower rates after the individual retires from gainful employment 
and, in some cases, may escape tax altogether because of the higher 


tain, not extending beyond the insured’s life expectancy; or to the insured, or his bene- 
ficiary on his death, as an annuity certain, beginning not later than his age 70-1/2 and not 
extending beyond his life expectancy. 

22 The prohibited transactions included any transaction in which the trustee (a) lends 
any part of the corpus or income of the fund to, (b) pays any compensation for personal 
services rendered to the fund to, (c) makes any part of its services available on a preferen- 
tial basis to, or (d) acquires for the fund any stock, securities, or evidences of indebtedness 
from, or sells any stock, securities, or evidences of indebtedness of the fund to, any person 
described in section 503(¢) (1954). For this purpose, each member of the plan weuld be 
treated as a grantor of the trust. 
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income tax exemptions for persons over 65 years of age. This also 
would be true under qualified pension pians covering employed per- 
sons. 


III. Senate Finance Committee HeEarinGcs 


Following the passage of H.R. 10 by the House, the bill was re- 
ferred by the Senate to its Finance Committee for consideration and 
report. That Committee conducted public hearings on the measure 
on June 17 and 18, July 15, and August 11, 1959.78 The Treasury De- 
partment (represented by the Assistant to the Secretary, David A. 
Lindsay) opposed the enactment of the House measure, both on bud- 
getary and substantive grounds,” as it had done consistently in prior 
hearings before the House Ways and Means Committee. The Depart- 
ment conceded, however, that existing law did not give the self-em- 
ployed comparable tax treatment for their retirement savings to that 
accorded to employees covered by employer-financed pension plans. 

While recognizing that the proponents of H.R. 10 had worked con- 
scientiously for many years to remove the existing inequity in a man- 
ner which they believed to be modest both from the point of view of 
the taxpayers benefited and the impact on the revenues, the Depart- 
ment felt that in the effort to remove the inequity, new inequities and 
discrepancies would be created. It was said that H.R. 10 would grant 


the self-employed unique advantages under the tax law in that they . 


could establish voluntary pension plans without making provision 
for the retirement of their own employees; that they could finance 
such investments by utilizing past savings; and that the bill pro- 
vided no effective means to prevent or discourage withdrawal of the 
retirement funds before actual retirement and thus would permit 
persons with fluctuating income to use the plan for averaging their 
incomes rather than for retirement purposes. Also, it was said that 
the passage of H.R. 10 would in all likelihood be used as a precedent 
for more widespread tax relief in this area, with pressure to permit 
the deduction of employee contributions to public and private plans. 
The Treasury Department estimated the revenue loss under H.R. 10 
as passed by the House at $365,000,000.”° 


23 Hearings Before the Senate Finance Committee on H.R. 10, 86th Cong., 1st Sess. 
(1959). 

24 Id. at 11-58. 

25 It was further estimated that if the benefits of H.R. 10 were extended to all employees 
not covered under private pension plans the additional revenue loss would amount to 
$1,200,000,000, and that if the benefits were further extended to those inadequately covered 
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In the course of the Senate Finance Committee hearings, state- 
ments in favor of the House bill, or some modification thereof, were 
made by representatives of numerous national organizations of the 
self-employed.” The bill was opposed by the A.F.L.-C.1.0. as ‘‘spe- 
cial interest legislation.’’ 

Interrogation of witnesses by Senate Finance Committee mem- 
bers disclosed that a number of the Senators felt that in order for the 
self-employed to obtain relief from the existing tax discrimination 
against them in the matter of voluntary pensions, they should be 
compelled to set up a pension plan for their own employees. The sug- 
gestion was also made that the self-employed be allowed to deduct 
only one-half of the amount contributed for their own retirement in 
order, it was said, to place them on an equality with an employee 
under a contributory plan where the employer’s contribution in his 
behalf is tax-deferred but the employee’s own contribution must be 
made out of tax-paid income.” 


IV. Tue Treasury DEPpARTMENT’s ALTERNATIVE PLAN 


With the 1959 hearings before the Finance Committee continuing 
until August, it was not possible for the Committee to act on the bill 
before the adjournment of the First Session of the 86th Congress. 
However, it appears that some time following the hearings, the 
Chairman of the Committee requested the Treasury Department to 
suggest a program of its own which would meet its objections to the 
House bill. On April 1, 1960, the Under Secretary of the Treasury 


under private pension plans there would be an additional revenue loss of $500,000,000, or a 
total of some $2,000,000,000. Alternatively, it was estimated that if all taxpayers were 
allowed deductions for retirement savings up to ten per cent of their adjusted gross income 
or $2,500 a year, whichever is the lesser, with the maximum raised for persons over 50 years 
of age, the revenue loss would be $3,000,000,000 per year. 

26 Included, among others, were the American Bar Association, the American Medical 
Association, the American Institute of Certified Public Accountants, the American Dental 
Association, the American Institute of Architects, the National Society of Professional 
Engineers, the National Association of Retail Druggists, the National Small Businessmen’s 
Association, the National Council of Salesmen’s Organizations, the American Association 
of Small Business, Inc., the American Patent Law Association, the American Retail Federa- 
tion, the Authors League of America, the American Veterinary Medical Association, the 
American Farm Bureau Federation, the American Optometric Association, the National 
Funeral Directors Association of the United States, Inc., the Bureau of Salesmen’s National 
Associations, the National Society of Professional Engineers, the National Livestock Tax 
Committee, and the American Thrift Assembly. 

27 This latter suggestion overlooks the fact that the trend in employee pensions plans, par- 
ticularly those which are union-negotiated, is toward eliminating employee contributions. 
It was motivated by the fact that members of Congress participate in the Civil Service Re- 
tirement program which, of course, is contributory. 
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submitted the Department’s proposals to the Finance Committee in 
the form of a letter to the Committee Chairman.” 

As a preface to its recommendations, the Treasury Department 
noted that it had been requested by the Finance Committee ‘‘.. . to 
search for a better approach to the treatment of retirement savings 
of self-employed persons than H.R. 10,’’ and it was responding with 
a discussion of an approach which would grant self-employed indi- 
viduals treatment comparable to that received by employees covered 
by qualified pension plans and, at the same time, avoid the many 
serious problems which it believed to be inherent in H.R. 10. 

The Treasury Department representative listed various objec- 
tions to the treatment provided under the House bill, including the 
Department’s prior criticism that it would allow the self-employed 
to establish their own voluntary pension plans with tax advantage, 
without making any provision for the retirement needs of their em- 
ployees. He further stated that the House bill would create a prece- 
dent by allowing individuals to take tax deductions for retirement 
savings even though historically such favored tax treatment has been 
allowed only in the case of non-discriminatory plans for the benefit 
of employees. In view of these and other problems, the Department 
concluded that it would be ‘‘unwise to add the unique benefits and 
precedent of H.R. 10 to our existing laws pertaining to retirement 
income.’’ 


Turning to the Treasury Department’s own recommendations, its - 


representative stated that the serious difficulties which the Depart- 
ment saw in H.R. 10 could be avoided under an alternative approach 
which, with appropriate safeguards, would allow self-employed indi- 
viduals the right to participate under pension plans which they es- 
tablish for their employees and thereby secure treatment similar to 
that accorded to owner-managers of corporations under existing law. 
It was said that since, under this plan, the retirement needs of the 
self-employed would be met within the framework of the present pro- 
visions of the Internal Revenue Code relating to pension plans, it 
should not create a precedent for allowing individuals to take tax de- 
ductions for a wide variety of individual savings for different pur- 
poses. 

The Treasury Department representative cautioned that any leg- 
islation allowing self-employed individuals to be covered under 
qualified plans should provide adequate safeguards to prevent un- 
warranted advantages ; that while these possibilities for abuse would 


28 Hearings Before the Senate Finance Committee on Pension Plans for Owner-Managers 
of Corporations, 86th Cong., 2d Sess. 2 (1960). 
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be substantially reduced by the requirements of the Internal Rev- 
enue Code as to non-discrimination in regard to coverage and bene- 
fits, such provisions were designed for plans covering only employ- 
ees; and that additional provisions would be required to meet the 
new problems that would result from extension of coverage to the 
self-employed. Similar limitations, he said, should be applied to con- 
tributions on behalf of stockholder-employees of corporations in 
order to provide comparable treatment and to avoid reintroducing 
the problems inherent in attempts by partners to be treated as asso- 
ciations in order to secure more favorable pension treatment. It was 
suggested, however, that there should be a transition period before 
the additional restrictions should be applied to existing corporate 
plans. 

Since the Treasury Department proposals were largely accepted 
by the Senate Finance Committee, any discussion of the details of its 
alternative plan at this point would only duplicate the later discus- 
sion of the Senate bill. It should be emphasized here, however, that 
the Department’s alternative plan went a great deal further than 
merely setting up a substitute for the House bill: it involved pro- 
posed reforms in the existing legislation relating to qualified em- 
ployee pension plans, not only in regard to restricting the benefits 
available to owner-managers of corporations, but in proposing the 
elimination of capital gains treatment for lump-sum payments; the 
substitution of some averaging provision therefor; and a reexami- 
nation of the existing exemption from estate and gift taxes of pen- 
sion rights attributable to employer contributions under qualified 
plans. The Treasury program, therefore, was in effect a ‘‘package’”’ 
plan under which the Department appeared to be seeking some quid 
pro quo for the concessions it was making to the self-employed. 

The Department estimated that the possible revenue loss under 
the Treasury plan would be somewhat less than the $365,000,000 
which the House bill was estimated to cost.?® However, in proposing 


29 It was pointed out that under the Department’s proposal the bill would be less used 
by the self-employed than the House bill, since they would have to provide pensions for their 
employees in order to secure pension benefits for themselves, but that on the other hand they 
would be able to make larger contributions in their own behalf than under the House bill 
provided they made substantial contributions for their employees. It was said that the 
additional cost-factor due to the latter feature would be more than counterbalanced by the 
fact that the Treasury approach would base the allowable deductions of the self-employed 
only on their earned income and would not allow extra deductions to be taken by older self- 
employed persons without employees. The inclusion of the pensionless employed under the 
Treasury plan along with the self-employed was estimated to result in a revenue loss of 
between $150,000,000 and $250,000,000 before taking into account offsets due to the pro- 
posed changes in the corporate pension and profit-sharing area. It was said that in the long 
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its alternative plan to the Finance Committee, the Treasury Depart- 
ment emphasized that it was not actually recommending the enact- 
ment of any legislation in this area at the present time. Its represent- 
ative concluded by stating that the Finance Committee and the Con- 
gress, in considering the Department’s alternative plan, must also 
consider whether, if the tax base is to be further limited and legisla- 
tion which will reduce tax collections is to be enacted, this particular 
area is entitled to first priority. 

Following the receipt of the Treasury Department’s alternative 
proposals, the Finance Committee conducted additional public hear- 
ings, limited, however, to the proposed imposition of certain limita- 
tions with respect to corporate plans.*® At the same time, the Com- 
mittee announced that it would take no immediate action on the rec- 
ommendations for repeal of capital gain treatment on lump-sum pay- 
ments or the possible repeal of the exemption from estate and gift 
taxes of pension rights attributable to employer contributions under 
qualified plans. 


V. Tue Finance Committee Bru 


On June 17, 1960, the Senate Finance Committee favorably re- 
ported H.R. 10 to the Senate ** with an amendment striking out the 
entire House text and inserting a completely new plan based in gen- 
eral on the Treasury Department’s proposals. The report on the bill © 
was submitted by Senator Smathers, of Florida, who previously had 
co-sponsored in the Senate the same form of bill as the House had 
passed. A minority report in opposition to the bill was filed by Sen- | 
ators Douglas, McCarthy, Long, and Gore, who asserted that the 
bill would give the self-employed ‘‘special privileges.’’ * 


run some of this revenue loss would have resulted under existing law due to the rapid growth 
of employee pension plans under existing law. 
80 Hearings, note 23 supra. At these Hearings, the Treasury Department presented anew 
its arguments in support of restrictions on corporate pension plans covering so-called 
‘“owner-employees.’’ In addition, a number of witnesses testified in opposition to such pro- , 
posals, some favoring further study and others taking the position that the additional re- 
strictions on corporate plans of small corporations would place them at a competitive dis- } 
advantage with large corporations to which such restrictions would not be applicable. At 
these Hearings, Senator Curtis, of Nebraska, presented a plan for the creation of a new 
series of non-negotiable United States savings bonds which would be sold on a discount 
basis to any person not covered by a pension plan, with the right on the part of that person 
to deduct the purchase price (up to a limit of, say, $300 annually), such bonds to be taxable ) 
on redemption at the owner’s age 65. 
81 §.Rep. No. 1615, 86th Cong., 2d Sess. (1960). 
82 Each of these Senators also filed individual views setting forth in more detail their 
objections to the proposed legislation. 
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Se.tr-Empioyep Broucut Unper EMPLOYEE Pension PLANns 


The Senate bill would, under certain limitations, allow self-em- 
ployed persons to participate in qualified employee pension plans as 
if they were their own employees. This is accomplished in part by 
amending section 401 of the Code to define the term ‘‘employee’’ to 
include a self-employed person who has ‘‘earned income,’’ ** as de- 
fined. Consistently therewith, such person would be treated as his 
own employer. He would thus be permitted to defer income tax on a 
limited portion of his income contributed to a qualified retirement 
plan in his own behalf, but as a condition to obtaining this tax relief, 
he also would be required to make contributions on a non-discrimina- 
tory basis in behalf of his ‘‘covered’’ employees, if any, and of any 
such employees he may later acquire. As in the case of employee pen- 
sion plans under existing law, he would be permitted to exclude sea- 
sonal and part-time employees. However, the waiting period for eli- 
gibility under plans covering self-employed persons could not exceed 
three years as compared with the five-year waiting period which is 
permissible under employee pension plans generally.* The bill also 
permits self-employed persons to participate under qualified profit- 
sharing plans, to which contributions need be made only in profitable 
years. 

Generally speaking, the allowable pension plan contributions made 


83 Earned income in the case of a self-employed individual is defined to mean the net 
earnings from self-employment (as defined in proposed section 1402(a)) to the extent that 
such net earnings constitute earned income as defined in section 911(b) (1954), but deter- 
mined with certain modifications: (1) persons such as doctors and ministers not covered 
under social security, and hence not subject to the tax on self-employment income, are 
treated as having net earnings from self-employment; and (2) certain salesmen described 
in section 3121(d)(3) (1954) who are not employees but who also are not subject to the 
tax on self-employment income are similarly treated. 

Where a self-employed individual is engaged in a trade or business in which both personal 
services and espital are material income-producing factors, and with respect to which the 
individual actually renders personal services on a full-time or substantially full-time basis, 
so much of his share of the net profits of the trade or business as does not exceed $2,500 is 
deemed to be earned income, but in any case the portion of income which may be considered 
as earned income may not excee.! 30 per cent of his share of the net profits of the business. 
The Senate Finance Committee report states that the entire amount of professional fees 
will be treated as earned income if the taxpayer is engaged in the practice of a profession, 
such as medicine or the law, even though he employs assistants to perform part or all of the 
services, provided the patients or clients are those of the taxpayer and look to the taxpayer 
as the person responsible for the services performed. Provision is made for the determina- 
tion of the amount of earned income where two or more businesses are involved. See note 


31 supra, at 8. 
84 This requirement is applicable to all plans covering self-employed individuals, regard- 


less of their percentage of ownership of the business, and to all other plans covering a more 
than ten per cent owner. 
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by the self-employed in their own behalf would be deductible cur- 
rently along with the contributions made in behalf of their employ- 
ees,” if any, and such contributions, plus the accumulated earnings 
thereon, would be taxable when withdrawn, subject to certain pen- 
alties for early withdrawal and a form of special treatment for lump- 
sum distributions, to be discussed below. 


New Qua iricaTION REQUIREMENTS FOR PLaNs 
Covertnc OwnER-EXMPLOYEES 

In line with the Treasury Department’s recommendation that 
safeguards be provided to prevent unwarranted advantages to self- 
employed persons vis-a-vis their employees, the Senate bill sets up 
a number of additional requirements which must be met in order to 
qualify pension plans covering one or more so-called ‘‘owner-em- 
ployees.’’ Moreover, such restrictions are made equally applicable 
to existing and future retirement plans covering certain stockholder- 
employees of corporations, in order, as the Finance Committee re- 
port states, ‘‘... that retirement plans covering those who own a 
business should be subject to the same general restrictions regard- 
less of whether they are established by an individual proprietorship, 
a partnership, or a corporation.’’ ** Existing corporate plans would 
not be required to meet the new qualification tests for three years. 

An ‘‘owner-employee’’ is defined as one who owns the entire in- 
terest in an unincorporated trade or business or, in the case of a part- 
nership, is a partner who owns more than ten per cent of either the 
capital interest or the profits interest in such partnership. In the case 
of a corporation, an owner-employee is a shareholder-employee own- 
ing more than ten per cent of the value of the outstanding stock or 
owning more than ten per cent of the total combined voting power 
of all classes of stock entitled to vote.*” 

The additional requirements for qualification of retirement plans 
covering employees ‘‘some or all of whom are owner-employees’’ are 
in substance as follows: * 

35 In bringing the self-employed under the provisions relating to employee pension plans 
the Senate bill eliminated any stepped-up contribution for self-employed persons over 50 
years of age as provided in the House bill. Also, it eliminated any lifetime limit on deduct- 
ible contributions, on which the House bill fixed a $50,000 ceiling. 

36 See note 31 supra, at 5. 

87 In the case of Subchapter S corporations filing an election under section 1372 (1954), 
an owner-employee is defined as a shareholder-employer owning more than ten per cent of 
the outstanding stock. In the case of an employee of an unincorporated association, which is 
a corporation within the meaning of section 7701(a) (3) (1954) and which is engaged in 
a trade or business in which professional service is a material income-producing factor, he 
is an owner-employee if he owns more than a ten per cent interest in such association. 


88 These additional requirements are set forth in a proposed new subsection (d) to sec- 
tion 401 (1954). 
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1. If the plan is funded through a trust, the trustee must be a bank, 
as defined ; *° however, a person other than a bank, including the em- 
ployer, may be granted the power to control investments. 

2. The plan must provide that no benefits may be paid to any 
owner-employee, except in the case of his becoming disabled, prior 
to his attaining age 59-1/2 (insurance age 60). 

3. In case of a profit-sharing or stock bonus plan, the employees’ 
rights must be non-forfeitable at the time the contributions are 
made, and the plan must provide a definite formula for determining 
contributions to be made by the employer on behalf of employees 
other than owner-employees. 

4, The plan must not permit contributions to be made in behalf of 
owner-employees in excess of the allowable deductions. 

5. The plan must not permit further contributions to be made on 
behalf of owner-employees during the five years succeeding the year 
in which a distribution is made to them under the plan.*! 

6. Integration with social security is prohibited unless the contri- 
butions on behalf of owner-employees do not exceed one-half of the 
vested contributions which are deductible in the taxable year for all 
other employees. 

7. A self-employed person not covered by the Social Security Act 
and who is an owner-employee may not provide for himself contri- 
butions or benefits which are higher than for his employees on the 
ground that he is required to contribute to the social security system 
on behalf of his employees.*” 

8. The plan must provide that after the death of an owner-em- 
ployee his interest in the plan must either be distributed to his bene- 


39 The term ‘‘ bank’? is defined to mean a bank as defined in section 581 (1954), a corpo- 
ration which under the laws of the state of its incorporation is subject to the supervision of 
the state banking authorities and, in the case of a foreign trust, a bank or trust company, 
wherever incorporated, exercising fiduciary powers and subject to supervision and examina- 
tion by governmental authority. 

40 The bill provides that the term ‘‘disabled’’ has the same meaning as under section 
213(g)(3) (1954). Under such definition, a person is considered disabled if unable to 
engage in any substantial gainful activity because of a medically determinable physical or 
mental impairment which can be expected to result in death or to be of long-continued 
and indefinite duration. 

41 The purpose of this provision is to prevent an owner-employee from using the pension 
plan as an income-averaging device. If he takes his interest in the plan prior to age 59-1/2, 
he cannot again participate in a plan until the lapse of five years. 

42 More specifically, the Senate bill provides that the plan must meet the non-discrimina- 
tory requirements of section 401(a)(3) and (4) (1954) without taking into account for 
any purpose the fact that, by reason of section 211(c) (4) and (5) of the Social Security 
Act, the income of an owner-employee does not constitute net earnings from self-employ- 
ment as defined in section 211(a) of such Act. 
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ficiary within five years or used within that period to purchase an 
immediate annuity for such beneficiary. 

9. Provision must be made for the repayment of excess contribu- 
tions in the manner prescribed.** 

10. For purposes of satisfying the rules relating to non-discrim- 
ination, two or more businesses more than 50 per cent controlled by 
the same owner-employees must be treated as a single business. In 
determining the ownership interest of an owner-employee, certain 
rules of constructive ownership are made applicable.“ 

11. Under the plan, contributions on behalf of any owner-em- 
ployee may be made only with respect to the earned income of such 
owner-employee which is derived from the trade or business with re- 
spect to which such plan is established.* 

The Senate bill makes provision, also, for tightening to some ex- 
tent the so-called ‘‘ prohibited transaction’’ rules of the present law 
in relation to pension trusts covering owner-employees who ‘‘con- 
trol’’ the trade or business, with respect to which the trust is estab- 
lished, by more than 50 per cent ownership.*® 


43 Under the plan (a) any excess contribution, together with the income attributable 
thereto, must be required to be repaid (1) to the sole proprietor, corporation, or owner- 
employee who made the contribution if made on behalf of an owner-employee, other than an 
owner-employee of a partnership, or (2) to the owner-employee if made on behalf of an 
owner-employee of a partnership; (b) the income for the taxable year attributable to the 


interest of an owner-employee must be required to be paid to such owner-employee if for 


any taxable year the plan fails, under proposed section 401(e) (2), to meet the requirements 
for qualification with respect to such owner-employee by reason of an excess contribution 
made on his behalf; and (c) the entire interest of an owner-employee must be required to 
be repaid to him if proposed section 401(e) (2) (E), relating to wilful excess contributions 
made on behalf of an owner-employee, becomes applicable. 

44 These rules treat an individual as owning any interest in an unincorporated trade or 
business and any stock in a corporation, which is owned, directly or indirectly, by his spouse 
and minor children, whether the individual himself owns any such interest. In addition, if 
the individual owns any interest in or is an employee of an unincorporated trade or busi- 
ness or owns any stock in or is an employee of a corporation, he is also treated as owning 
any interest in such unincorporated trade or business and any stock in such corporation 
which is owned, directly or indirectly, by his ancestors or lineal descendants, including an 
adopted child. 

45 The Senate bill amends section 401(a)(5) (1954) to provide that for the purposes 
thereof the total compensation of a self-employed individual is such individual’s earned in- 
come as defined in the bill, and that the basic or regular rate of compensation of such an 
individual is that portion of his earned income which bears the same ratio to his total 
earned income as the basic or regular compensation of the employees covered under the plan 
bears to their total compensation. Such ratio is to be computed under Regulations prescribed 
by the Secretary of the Treasury or his delegate. 

46 The Senate bill provides that in addition to the transactions described in section 503 (c) 
(1954), the term ‘‘ prohibited transactions’’ means any transaction in which the trust, di- 
rectly or indirectly, (a) lends any part of the corpus or income of the trust to, (b) pays any 
compensation for personal services rendered to the trust to, (¢) makes any part of its serv- 
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ADDITIONAL QUALIFICATION REQUIREMENTS FOR 
RETIREMENT PLans GENERALLY 


In addition to setting up the foregoing qualification requirements 
with respect to pension plans covering one or more owner-employees, 
the Senate bill also adds three new statutory requirements for quali- 
fication which all employee plans must meet. They are: 

1. The plan must provide that upon its termination or the discon- 
tinuance of contributions the rights of all employees will become non- 
forfeitable. 

2. The entire interest of each employee (a) must either be distrib- 
uted to him not later than at age 70-1/2 (insurance age 71) or, in the 
case of an employee other than an owner-employee, when he retires, 
whichever is later, or (b) will be distributed, commencing not later 
than such taxable year, over the life of the employee or the lives of 
such employee and his spouse, or over the life expectancy of such em- 
ployee or of such employee and his spouse. 

3. Forfeitures must not be applied to increase the benefits any em- 
ployee would otherwise receive under the plan. These requirements 
reflect present administrative practice and would merely provide 
statutory authority therefor. 


Lr 1TaTION ON DEDUCTIBLE CONTRIBUTIONS 


Under the Senate bill, the amount of deductible retirement contri- 
butions which may be made on behalf of a self-employed individual 
is subject to various limitations if he is an owner-employee, 7.e., one 
having more than a ten per cent interest in the trade or business. On 
the other hand, contributions on behalf of a self-employed individual 
who does not qualify as an owner-employee by reason of having a 
ten per cent or less interest in the trade or business are subject to the 
same liberal rules as apply to true employees. 

If a self-employed person is a proprietor of a business or a partner 
with a more than ten per cent interest, and there are no employees, 
he could make annual deductible contributions pursuant to a quali- 
fied plan of up to ten per cent of his earned income or $2,500, which- 


ices available on a preferential basis to, or (d) acquires for the trust any property from, or 
sells any property to, any person described in section 503(¢) (1954) or to any such owner- 
employee, a member of the family as defined in section 267(c)(4) (1954) of any such 
owner-employee, or a corporation controlled by such owner-employee through the ownership, 
directly or indirectly, of 50 per cent or more of the total combined voting power of all 
classes of stock entitled to vote or 50 per cent or more of the total value of all classes of 
stock of the corporation. The Senate Finance Committee report states that these additional 
restrictions are necessary where the owner-employee has more than 50 per cent control of a 
business since he is, in effect, dealing with himself. 
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ever is the lesser. These are the same basic deductible limits which 
the House bill applied to all self-employed persons. 

Where there are employees, the deductible annual contribution in 
behalf of an owner-employee is, in general, limited to an amount 
equal to the greater of (a) ten per cent of earned income or $2,500, 
whichever is the lesser, and (b) an amount equal to such individual’s 
proportionate share of one-half of the amount of deductible contri- 
butions on behalf of employees other than owner-employees whose 
rights under the plan are non-forfeitable at the time the contribu- 
tions are made. However, if a self-employed individual with employ- 
ees controls the business through more than 50 per cent ownership, 
his deductible contribution will be limited to the amount specified in 
the second alternative mentioned above rather than the greater of 
the two alternatives. 

Under the foregoing limitations, and where there are no ‘‘cov- 
ered’’ employees, a self-employed owner or partner having more 
than a ten per cent interest in the business would be restricted to the 
basic deductible amount provided under the House bill, but with no 
extra deduction because he is over age 50. However, there would be 
no lifetime limit of $50,000 on deductible contributions. 

On the other hand, where he has employees who must be covered 
under the plan, the self-employed individual may possibly secure for 
himself greater benefits than under the basic limits of the House bill, 
but only at the cost of giving his employees immediate vested rights 
under the plan and by paying at least $2 for his employees for every 
$1 he pays for himself. This latter requirement is, in effect, a pro- 
posed codification, as a 33-1/3 per cent formula, of the Department’s 
now rescinded Regulation of some years ago, which limited contri- 
butions under employee plans on behalf of employee-stockholders to 
30 per cent of the total contributions.** This Regulation was held in- 
valid by the Tax Court in Volkening, Inc.*® 

In accordance with the Treasury Department’s recommendation, 
the foregoing restrictions on contributions in behalf of owner-em- 
ployees are also made applicable, with minor modifications, in the 
case of owner-employees of corporations.*® The effective date of the 


6 


47 While it is difficult to question the fairness of the requirement that the self-employed, 
in order to secure the benefits of the proposed law for themselves, must also make provision 
for their employees as well, the equity of the arbitrary 33-1/3 per cent limit on their contri- 
butions is open to serious question. In any case, it may well tend to discourage the proprietor 
of a small business from setting up a pension plan for the benefit of himself and his 
employees. 

48 13 T.C. 723 (1949). 

49 In the case of corporate owner-employees, the general rule is that the deductible amount 
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restrictions would be deferred for a period of three years in the case 
of existing corporate pension plans, but would be immediately appli- 
cable to new corporate plans in which owner-employees participated. 


FuNDING 


As in the case of employee pension plans established under exist- 
ing law, qualified retirement plans covering self-employed persons 
could be funded, under the Senate bill, either through contributions 
to a trust or by the purchase of annuity contracts directly from an in- 
surance company. It is to be noted that the Senate bill does not re- 
strict investment of the trust fund to any particular classes of stocks 
or securities, as did the House bill. 

The Senate Finance Committee report states °° that self-employed 
persons setting up retirement plans for themselves and their em- 
ployees could, if they choose, use associations to pool their separate 
funds for investment purposes. 

As an alternative form of investment, the Senate bill makes pro- 
vision for so-called ‘‘Qualified Bond Purchase Plans.’’ In general, 
they must meet the same qualification requirements as a qualified 
annuity plan. The stated purpose of this provision is to permit direct 
bond purchases under a qualified retirement plan and thereby enable 
small employers to avoid the expense of establishing a trust to 
administer the retirement fund assets. The bonds may also be pur- 
chased by the trustee of an existing pension plan. 

Contributions paid by an employer under a Qualified Bond Pur- 


shall not exceed the greater of (a) ten per cent of earned income or $2,500, whichever is 
the lesser, (b) an amount equal to such owner’s proportionate share of the amount deduct- 
ible with respect to non-forfeitable contributions made in behalf of employees other than 
owner-employee, or (c) an amount necessary, after taking into account amounts con- 
tributed or to be contributed to or under the plan and all other plans of the employer, to 
provide the cost of a straight life annuity commencing at age 64-1/2 years, paying annually 
an amount equal to 20 per cent of one-tenth of the compensation received by such owner- 
employee from the employer during the ten-year period immediately preceding the date of 
his retirement (or, if earlier, his attaining the age of 64-1/2 years), distributed as a level 
amount over the period beginning with the taxable year of the contribution and ending with 
the taxable year in which such owner-employee attains the age of 64-1/2 years (or over the 
period required by section 404(a)(1)(B) (1954) if such period ends after the taxable 
year in which such owner-employee attains such age). For purposes of determining the cost 
of such an annuity, the annual compensation to be received by such owner-employee from 
the employer in any year subsequent to such taxable year shall be assumed to be an amount 
equal to the average annual compensation received by such owner-employee from the em- 
ployer during the five-year period ending with such taxable year or during so much of such 
period as such owner-employee has been an employee of the employer. The above rules are 
not applicable to owner-employees of Subchapter S corporations or of associations described 
in proposed section 401(¢) (3) (E). 
50 See note 31 supra, at 7. 
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chase Plan would be deductible in an amount determined under sec- 
tion 404(a), in the same manner and to the same extent as if made to 
a trust under section 401(a). 

The special bonds which would be made available for investment 
under such plans could be purchased only in the name of an individ- 
ual; they must provide for the payment of interest only at maturity 
and must cease to bear interest not later than five years after the 
death of the named individual; they could be redeemed before the 
death of the named individual only if he has attained the age of 
59-1/2 years or has become disabled; and they would not be trans- 
ferable. 

The bill provides that the receipt of the bond will have no tax con- 
sequences, but that upon redemption the principal and interest will 
be includible in gross income. 


PENALTIES FoR Eixcess CoNTRIBUTIONS 


The Senate bill provides certain penalties which may be imposed 
where contributions are made on behalf of owner-employees in ex- 
cess of the allowable amounts.*' Where the overpayment in such case 
is determined to be wilful, there is required to be distributed to the 
owner-employee his entire interest in all plans in which he has an 
interest as such owner-employee.™ 


TAXATION OF RETIREMENT BENEFITS ON DistRIBUTION 


In general, distributions from a retirement plan will be taxable as 
ordinary income when distributed.** However, certain special rules 


51 If an excess contribution other than one which is wilful is made on behalf of an owner- 
employee in any taxable year, the bill sets forth a general rule that the plan shall be con- 
sidered as not meeting the special requirements for qualification of plans covering owner- 
employees for the taxable year and all succeeding years. In such case, while the earnings 
of the trust remain exempt, the trust shall not be considered exempt for purposes of deduct- 
ing any contributions made on behalf of the owner-employee with respect to whom the excess 
contribution was made. Also, such owner-employee is required currently to include in his 
gross income the amount attributable to his interest in the plan. However, the foregoing 
penalty is inapplicable under the following circumstances: (1) it does not apply if the 
excess contribution is repaid by the trust or insurance company within six months from the 
time notice of such excess contribution is sent by the Secretary of the Treasury or his dele- 
gate; and (2) even if not repaid within such six-month period, the penalty does not apply 
to any taxable period beginning with the taxable year in which the trust or insurance com- 
pany to whom the excess contribution was paid repays it with the accumulated income 
thereon. 

52 In such case, as has been indicated (see discussion p. 239 supra), the owner-employee 
may not again participate in any plan with respect to which he is such an owner-employee 
until the lapse of five years. 

63 Any deductible contributions or trust income used for the purchase of life insurance 
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are established for the treatment of distributions prior to age 59-1/2 
and for lump-sum distributions after such age. 

A self-employed person is given a cost basis for his benefits to the 
extent of any contributions made in his behalf which were not al- 
lowed as a deduction under section 404. On the other hand, it is pro- 
vided that in computing the individual’s premiums and other con- 
sideration paid for an annuity, any amount allowed as a deduction 
with respect to the contract under section 404 which was paid while 
the self-employed individual was deemed to be an employee shall be 
treated as consideration contributed by the employer. This precludes 
a self-employed person from regarding deductible contributions 
made in his behalf as a cost of the annuity. 

The bill treats as amounts constructively received by an owner- 
employee an assignment or pledge, or an agreement to assign or 
pledge, any portion of his interest in a qualified trust or any portion 
of the value of a contract purchased under a qualified annuity plan. 
Similarly, the receipt of a loan by an owner-employee on any annuity 
or insurance contract purchased by a qualified trust or as part of a 
qualified annuity plan is treated as an amount received under an in- 
surance contract in such year. 

Distributions before age 59-1/2. A penalty would be imposed 
where a distribution of retirement benefits of an owner-employee is 
made, for any reason other than his becoming disabled, before he at- 
tains the age of 59-1/2 years.™ In such case, if the aggregate amounts 
prematurely distributed in any taxable year equal or exceed $2,500, 
his tax for such year would be not less than 110 per cent of the aggre- 
gate increase in taxes for the taxable year and the four immediately 
preceding taxable years © which would have resulted if such amounts 
had been included in his gross income ratably over such taxable 
years.*® Where the premature payments are less than $2,500 for the 


protection is required to be included in the gross income of the employee for whom such pro- 
tection is purchased for the taxable year when so applied. 

54 In the case of amounts received under an annuity, endowment, or life insurance con- 
tract before the annuity starting date, the Senate bill provides that such amounts (not re- 
ceived as an annuity within the meaning of section 72(e) (2) (1954) ) shall be included in 
the recipient ’s gross income for the taxable year in which received to the extent that such 
amounts, plus all amounts theretofore received and includible in gross income, do not exceed 
the aggregate premiums or other consideration paid for the contract which were allowed as 
deductions under section 404 (1954) for the taxable year and all prior years, not including 
any portion of the premiums or other consideration attributable to the cost of life, accident, 
health, or other insurance. Amounts not so excludible would be taxed under section 72(e) 
(1954). 

55 Or such lesser number of years during which deductions were allowed for contributions 
paid on behalf of the individual while an owner-employee. 

56 As a further penalty, the owner-employee would not be able to participate in another 
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taxable year, the increase in tax for the taxable year attributable to 
the premature distribution is a flat 110 per cent of such increase, com- 
puted without regard to the penalty. 

Lump-sum distributions after age 59-1/2. Where lump-sum distri- 
butions are made after age 59-1/2, or are paid in case of death or 
disability, the Senate bill provides a special averaging formula for 
the self-employed in lieu of the capital gains treatment presently al- 
lowed lump-sum payments under qualified plans on termination of 
an individual’s services. In such case, the tax attributable to the 
lump-sum payment shall not be greater than five times the increase 
in tax which would result from the inclusion in gross income of one- 
fifth of so much of the amount as is includible in gross income. In 
other words, a tax on one-fifth of the amount is determined by adding 
such amount to the individual’s other taxable income, and this tenta- 
tive tax is then multiplied by five to compute the tax on the lump-sum 
payment rather than taxing the entire amount at the higher surtax 
rates that might otherwise be applicable. This is the same formula 
for lump-sum payments as was provided under the House bill. The 
foregoing formula applies, however, only to a self-employed person. 
The employees of the self-employed, and even owner-employees of 
corporations, would continue to receive capital gains treatment on 
lump-sum distributions on termination of their services. Such treat- 
ment will also continue to be available to a self-employed person with 
respect to lump-sum payments attributable to employer contribu- 
tions made under a plan while he was a true employee. 


VI. Oruer Speciat Ruues 


As previously indicated, the Treasury Department’s recommen- 
dation that the existing capital gains treatment of lump-sum distri- 
butions under qualified pension plans be repealed in favor of some 
averaging device was not incorporated in the bill by the Finance 
Committee. Nor did the Committee give consideration to the repeal 
of the estate and gift tax exemptions in the case of retirement plan 
benefits, although it did make the existing exemptions inapplicable 
to self-employed persons, except in so far as a self-employed person 
may have benefits under a plan of an employer which are attributable 
to employer contributions made while he was a true employee. 


plan until the lapse of five years. The Senate Finance Committee report states that the 
foregoing penalties are imposed in order to prevent retirement plans from becoming, in 
effect, income-averaging plans under which deductible contributions would be made in high 
income-tax years and the assets withdrawn in low-income or loss years. The report empha- 
sizes that it is the purpose of the bill to provide means for financing retirement and not for 
other purposes. 
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Miscellaneous items which the Senate Finance Committee incorpo- 
rated in the bill included the following: 

1. The provisions of the Code relating to the retirement income 
credit (section 37) would be amended to make clear that this pro- 
vision applies to a distribution to a self-employed individual under a 
qualified retirement plan. 

2. Neither the $5,000 death benefit exclusion under section 101(b) 
of the Code nor the sick-pay exclusion under section 104(a) would 
be applicable to distributions attributable to contributions made by 
self-employed persons under qualified retirement plans. 

3. Deductible contributions made to a retirement plan by a self- 
employed person on his own behalf could not be used to increase a 
net operating loss. 

4. Owners of unincorporated businesses which elect to be taxed as 
corporations may participate in qualified retirement plans only in 
their capacity as self-employed persons. 

5. Deductible amounts contributed to a qualified retirement plan 
by a self-employed individual would be treated as deductions from 
gross income in computing adjusted gross income; hence a self-em- 
ployed individual could take this deduction and still qualify for the 
standard deduction. 


VIL. Senate DEBATE ON THE BILL 


On June 29, 1960, the bill was made the pending business of the 
Senate on motion of the majority leader. Senator Smathers opened 
the debate on the bill by explaining its background and purpose as 
well as the various provisions of both the Senate and House ver- 
sions.®® He was followed by Senator Douglas, who objected to the bill 
as containing various ‘‘tax favoritisms’’ for a limited class and said 
that it would be a precedent for similar drives for tax benefits by 
other groups, such as civil service employees, railway workers, per- 
sons under social security, and so forth.*® 

Since at this point in the legislative session the Senate was rushing 
to complete as much of the pending business as possible before the 
recess for the national conventions, H.R. 10 was continually set aside 


57 The Senate Finance Committee report states that these provisions were enacted for the 
benefit of employees as contrasted with self-employed persons, and that while such pro- 
visions will continue to apply in the case of owner-employees of corporations, it is not the 
purpose of the bill to treat self-employed persons as employees except for retirement pur- 
poses. 

58 106 Cona. Rec. 13877 (daily ed. June 29, 1960). 

59 Id. at 13880. Other Senators who spoke in opposition were Messrs. Long, Young, and 


McCarthy. 
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to take up more pressing matters. In fact, Senator Long and others 
had served notice that the bill would require considerable discussion, 
which was in effect a warning that those opposed to the bill would be 
able to prevent any final action thereon before adjournment. As a 
result, the debate on the bill was sporadic and desultory, with only 
three acknowledged opponents of the bill participating and with only 
Senator Smathers speaking for the proponents. 

On June 30th Senator Long, an opponent of the bill, offered a pro- 
posed amendment to the House text which would have allowed a self- 
employed person to deduct only 50 cents for each $1 put aside for his 
own retirement under a restricted plan, with a limit of 15 per cent of 
earned income or $2,500, whichever was the lesser.® The Senator 
stated that his proposal was in line with the principle which Congress 
adopted when it set up the Civil Service Retirement System, under 
which the employees and the Government each contribute half the 
cost, with the employee paying his half out of tax-paid income and 
receiving tax deferment on the half paid by the Government until 
collected at retirement.” 

On the resumption of discussion of Senator Long’s amendment on 
the following day,® it aroused the interest of Senator Smathers 
who stated that it had a ‘‘certain amount of appeal.’’ Senator Long 
asserted that if the bill were amended in this fashion he would sup- 
port it. 

The Senate recessed for the national nominating conventions with- 
out having taken any action on H.R. 10 or on any of the numerous 
proposed amendments thereto. However, the bill was made the first 
order of business at the short session to be held in August after the 
conventions. When the Senate reconvened, the pressure of business 
during the Short Session was such that H.R. 10 was not even debated. 
The bill, therefore, expired with the sine die adjournment of the 86th 
Congress. 

On September 2, 1960, the closing day of the Short Session, Sen- 
ator Smathers again addressed the Senate, reviewing the events 
which had transpired. He expressed the view that in the light of the 
progress made and of the Finance Committee Chairman’s support 
of the proposed legislation and assurance that the bill would have 
‘¢friendly and early consideration’’ at the next session of Congress, 


60 106 Cona. REc. 14083 (daily ed. June 29, 1960). 

61 It is understood that Civil Service Retirement pensions are not fully funded and that 
ultimately over two-thirds of the cost (not one-half) will be borne by the Federal Govern- 
ment. Moreover, the great majority of employee pension plans are non-contributory. 

62 106 Cona. Rrc. 14254 (daily ed. June 30, 1960). 

68 Id. at 17697 (Sept. 2, 1960). 
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there was every reason to hope that the inequities in the tax law with 
respect to the self-employed would be eliminated. Senator Smathers 
added that there were good prospects of the proposed legislation be- 
ing passed in the immediate future. 

Perhaps of equal significance was the Senator’s statement that he 
would accept and co-sponsor the Long amendment, discussed above. 
He expressed the view that this amendment would make the measure 
more equitable by providing that those self-employed who set aside 
certain sums of money for pension purposes would pay a tax on half 
of that amount of money at the time they put it aside and pay the tax 
on the balance when they retire and receive the money. The Senator 
also expressed approval of a proposal by Senator Curtis to provide a 
deduction of up to $300 per year to all persons not under pension 
plans who purchase certain government bonds sold at discount and 
maturing at the holder’s age 65. 

In a letter to the writer, dated September 26, 1960, Senator Smath- 
ers attributed the failure of the Senate to act on H.R. 10 during the 
last Congress as being ‘‘principally due’’ to the inclusion in the 
measure of the so-called ‘‘owner-employee’’ provisions as they re- 
late to corporate pension plans of small and closely-held corpora- 
tions. Whether this was the major reason for the Senate’s failure to 
complete action on the bill, there is no doubt that the provisions deal- 
ing with corporate pension plans generated considerable opposition 
to the measure even though their effective date would be deferred for 
three years as to existing plans. In any case, this criticism of the 
bill by highly vocal constituents, plus the indicated desire on the part 
of certain opposition Senators to debate the bill at length during the 
short period before adjournment, constituted a formidable obstacle 
to final passage of the bill despite the fact that the overwhelming 
majority of the Senate appeared to favor the provisions relating to 
the self-employed. 


VIII. Possrstz Form or New Brut 


In his aforementioned letter to the writer, Senator Smathers indi- 
cated that he would introduce a new bill in January similar to the bill 
which passed the House, but containing a modified form of the Long 
amendment and eliminating the higher deductible limit on contribu- 
tions for those over 50 years of age. Under the Senator’s modifica- 
tion of the Long amendment, he would adopt the principle that for 
every $1 set aside for retirement, 50¢ would be taxable and 50¢ would 
be tax deferred, and therefore would change the contribution limits 
to 20 per cent of earned income or $5,000, whichever is the lesser. 
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The new Smathers bill, he stated, would not contain any provisions 
dealing with corporate owner-managers. 

It would appear, therefore, that Senator Smathers will abandon 
his support of the Treasury Department-Finance Committee form of 
the bill in favor of a modified House bill. A further modification, 
which he tentatively proposed during the past session, would be to 
allow the self-employed to have their own retirement plans, as under 
the House bill, but would make it a condition of their availing them- 
selves of its benefits that they set up a qualified pension plan for their 
employees if, and only if, they have in excess of a specified limited 
number, say three, and if they contribute not less than five per cent 
of payroll into the employees’ retirement fund. 

Based on statements made by Representative Keogh since the ad- 
journment of Congress, it is probable that he will adopt a modified 
form of the House measure when he introduces a new bill in January. 
Mr. Keogh, also, is known to have expressed some interest in the 
Long amendment as proposed to be modified by Senator Smathers, 
and to be of the view that the Treasury Department’s recommenda- 
tions with respect to corporate pension plans should not be inter- 
jected into the consideration of the problem of the self-employed. He 
is believed to feel that it should be a condition of the self-employed 
obtaining relief, that they provide pensions for their employees if 
they have in excess of three or some other small number. From all 
appearances, therefore, he and Senator Smathers may not be far 
apart in their concept of what the new bill should provide. 


TX. CoMMENTS ON THE ProsPEcTIVE New Bru 


From the discussions which have taken place in Congress regard- 
ing the matter of pensions for the self-employed, one thing seems 
abundantly clear: only by making some provision for pensions for 
their employees will the self-employed secure the relief which they 
seek for themselves. The only question is whether this should be ac- 
complished (a) by letting the self-employed have their own separate 
pension plans conditioned upon their setting up qualified retirement 
plans for their employees or (b) by covering the self-employed and 
their employees under a single qualified plan, as the Senate bill pro- 
vides. 

As long as the self-employed are to be required to make provision 
for their employees if they desire to have a tax-favored pension plan 


64 See proposed amendment to H.R. 12580, 86th Cong., 2d Sess., offered jointly by Sen- 
ators Smathers and Long on August 9, 1960. The amendment, which was offered to the 
Social Security Bill then pending in the Senate, was not pressed by its authors. 














16: 


ns 








1961] PENSIONS FOR THE SELF-EMPLOYED 251 


for themselves, the simplest procedure would seem to be to adopt 
the latter alternative rather than have different sets of rules govern- 
ing two types of plans.® Since the self-employed have been striving 
for equality in the matter of pensions with persons in the employee 
status, including stockholder employees of corporations, what better 
way can there be of accomplishing this than to treat the self-em- 
ployed as both their own employees and their own employers, which 
is what the Senate bill does? 

Whichever alternative form of bill may be agreed upon, it also 
seems fairly certain that some restrictions will be imposed on the 
self-employed to prevent their gaining any advantage over their em- 
ployees,. particularly in the matter of vesting. The Senate bill pro- 
ceeds on the assumption that self-employed persons in control of a 
business will have, for all practical purposes, vested rights in the 
pension contributions they make for themselves, whereas the em- 
ployees ordinarily would have no real assurance that the contribu- 
tions made in their behalf will be paid to them as retirement benefits 
unless they remain with the employer until retirement age. It seeks 
to equate the position of the self-employed and their employees by 
limiting the owner-employee’s contributions in some circumstances 
to one-half his proportionate share of the contributions made in be- 
half of employees having vested rights therein. 

This rule, while it may work equitably in some circumstances, is 
quite inequitable in others, as, for example, where the self-employed 
farmer, doctor, or lawyer has one employee. For every $1 he con- 
tributes for his employee’s pension he may contribute only 50¢ to- 
ward his own. It would seem that if the employee’s rights are vested, 
the employer ought to be able to contribute the same proportionate 
amount of his own earned income as he contributes of his employee’s 
salary. 

The possible inclusion in the new bill of the so-called Long amend- 
ment, which would limit a self-employed person’s deductible amount 
to one-half the amount actually contributed, subject to the over-all 
limitation on his contribution, would undoubtedly kill off any in- 
centive many self-employed persons otherwise would have to set up 
a pension plan for themselves and their employees. This would be 
particularly true if it were coupled with the present requirement 
gearing the self-employed person’s own contribution to not more 
than half the contributions vested in his employees. Of course, Sen- 


65 Even if the self-employed were to be excused from providing pensions for their em- 
ployees unless they had more than, say, three employees, this could be accomplished as well 
under the Senate form of the bill as under the House form. 
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ator Long in proposing his amendment was motivated by the fact 
that under the Civil Service Retirement Plan, federal employees, in- 
cluding members of Congress, receive no deduction for their own 
contribution and thus receive tax deferment only on the contribution 
made in their behalf by the Government. However, the great major- 
ity of private pension plans now in effect are non-contributory, and 
the trend is definitely away from contributory plans. Hence, it would 
be more appropriate to make the comparison with pension plans gen- 
erally. In any case, in this enlightened era it is more appropriate to 
look upon pension contributions not as a method of deferring income 
tax on a portion of earned income, but as a part of the cost of doing 
business and as being deductible as such for income tax purposes. 

With regard to the provisions of the Senate bill relating to corpo- 
rate pension plans, it would seem that these proposed changes might 
well have been deferred for consideration as separate legislation. 
By combining relief for the self-employed with a program of tax 
reform in the matter of corporate pension plans covering so-called 
owner-employees, as the Treasury Department and the Senate Fi- 
nance Committee have done, the result has been, and may continue to 
be, that nothing is accomplished with respect to either matter. After 
years of campaigning for equal rights in the matter of voluntary 
pensions and after having achieved general recognition of the jus- 
tice of their cause, the self-employed may, with some degree of right- 
eousness, feel that they should be able to have their case considered 
by Congress on its own merits, without the interjection of other con- 
troversial matters. 





ConcLuUsION 


The efforts of the self-employed to secure equal treatment with 
employees in the matter of private pensions would appear to be near- 
ing fruition. Any bill which may be enacted in their behalf necessar- 
ily will be imperfect, but it will at least be a beginning. The greatest 
impediment to the victory which otherwise seems to be immediately 
ahead is the possibility that the proponents may disagree as to the 
form the new bill should take. If this question can be resolved satis- 
factorily, there will very likely be a ‘‘Self-Employed Individuals Re- 


tirement Act of 1961.’’ 
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Notes 


Liquidation of Closely-Held Corporations Under Section 337. In an effort 
to restore order to the somewhat muddled area of corporate liquidations, sec- 
tion 337 was brought into the Internal Revenue Code of 1954. It provides that 
if a corporation (1) adopts a plan of complete liquidation and (2) distributes 
all of its assets (less those retained to meet claims) in complete liquidation 
within the twelve-month period beginning on the date of adoption of the plan, 
it shall not recognize gain or loss from the sale or exchange of property within 
the twelve-month period. While section 337 does supply the practitioner with 
a measure of certainty, it appears that some doubt may exist as to the date a 
plan of liquidation is adopted. Another area of uncertainty seems to be 
whethe adoption can be effected informally, or if a formal act, evidenced by 
a corporate resolution, is necessary. Before exploring these potential prob- 
lems, the decisions giving rise to this remedial legislation will be reviewed. 


THE Court HoupInG AND CUMBERLAND PROBLEM 


In Commissioner v. Court Holding Co.,1 the Supreme Court found that the 
respondent, a closely-held corporation, was organized solely to buy and hold 
an apartment building, the only property ever owned by it. While the corpo- 
ration still had title to the property, negotiations for its sale took place. An 
oral agreement was reached, but when the parties met to reduce the agree- 
ment to writing, the purchaser was advised that the sale could not be con- 
summated because it would result in the imposition of a large income tax on 
the corporation. On the following day, the corporation declared a ‘‘liquidat- 
ing dividend,’’ which involved the complete liquidation of its assets and the 
surrender of all outstanding stock. A contract was then drawn, naming the 
shareholders individually as vendors, ‘‘which embodied substantially the 
same terms and conditions previously agreed upon.’’ ? 

As a result of these findings, the Court determined that the corporation, 
not the shareholders, had actually made the sale and thus was taxable on any 
gain derived. In addition, there would be another tax, at the shareholder level, 
when the corporation distributed these proceeds. Undoubtedly, a desire to 
escape this double taxation occasioned the transaction to be cast in the form 
set out. 

In United States v. Cumberland Public Service Co.,? the utilization of a 
more sophisticated form achieved the desired result with only the shareholders 
incurring a tax liability. Again the corporation was closely-held, and negotia- 


1 324 U.S. 331 (1945). 
2 Id. at 333. 
3 338 U.S. 451 (1950). 
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tions were carried on while it was still in existence. The buyer refused to pur- 
chase stock, but agreed to buy certain assets. The corporation rejected this 
offer as it would incur a heavy capital gains tax. To eliminate the corporate 
tax, the shareholders offered to acquire the assets by liquidating the corpora- 
tion and then selling the assets. By successfully contending that they had 
negotiated the sale in their personal capacity, and not as officers or agents of 
the corporation, and that there had been a genuine liquidation, the result of 
the Court Holding Co. case was avoided. 

The incidence of taxation thus turned on the formalities employed. If it 
could be shown that the sale had been made by the corporation, it and the 
shareholders would be subject to a tax on their gain. However, if the share- 
holders could convince the court that they personally had brought about the 
sale, despite the fact that some negotiations had been carried on prior to 
liquidation, there would be no tax to the corporation. As a practical matter, 
however, this distinction could be interpreted to mean little more than that 
tax advice came early rather than late.* 


SEcTION 337 


It was against this background that section 337° was enacted. The hope 
was to solve the Court Holding Co. problem by eliminating the corporate tax 
and imposing a single tax on the shareholders when the assets were sold. The 
consequences to the shareholders are the same whether they sell the assets 
after a distribution to them, or if the corporation sells the assets and then dis- 
tributes the proceeds in complete liquidation, as long as a plan of complete liq- 
uidation is adopted prior to or on the date of the sale.® Thus, there is no differ- 
ence in tax treatment between a sale by the shareholders themselves or one 
that is imputed to the corporation under the Court Holding Co. doctrine.” 

For the section to be operative, a plan of complete liquidation must be 
adopted.® And since all assets must be distributed within the ensuing twelve- 
month period, the date of adoption is crucial. Thus, at the threshold we 
encounter significant problems as to the date a plan is adopted and whether 


4 BirrKeR, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS 289 (1959). 
5 I.R.C. § 337 (1954) : 
**Sec. 337. GAIN oR Loss ON SALES OR EXCHANGES IN CONNECTION WITH CERTAIN LIQUI- 
DATIONS. 
**(a) General Rule.-—If— 
*€(1) a corporation adopts a plan of complete liquidation on or after June 22, 1954, 
and 
*¢(2) within the 12-month period beginning on the date of the adoption of such plan, 
all of the assets of the corporation are distributed in complete liquidation, less assets re- 
tained to meet claims, then no gain or loss shall be recognized to such corporation from the 
sale or exchange by it of property within such 12-month period.’’ 
6 Reg. Sec. 1.337-1 (1955). 
7 For a more complete discussion of this area, see BITTKER, op. cit. supra note 4, at 291. 
8 As section 337(a) provides for the non-recognition of gain or loss, there will be times 
when taxpayers will prefer to avoid qualifying under this section. 
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yur- adoption can be effected informally or if a written resolution need be pre- 
this | pared. These problems can be particularly troublesome when small, closely- 
‘ate held corporations are involved, since the shareholder-director-operator often 
ra- subjectively adopts a policy without resorting to any formal declarations. 
1ad The date a plan of complete liquidation is adopted is important for another 
s of reason. Section 337 provides that no gain or loss shall be recognized to the cor- 
of poration if the sale takes place after this date. Should a corporation have some 
assets which have a fair market value below their tax basis and other assets 
ae which have appreciated in value, it would prefer not to be subject to section 
the 337. By failing to qualify, the corporation could sell the ‘‘loss’’ assets prior 
re- to adopting a plan, have the loss recognized, and then adopt its plan, sell the 
he remaining assets, and pass the gain through without any tax consequences 
to to itself. 
er, In an effort to discover a possible solution to the problems centering about 
at the adoption of a plan of complete liquidation, legislative, administrative, and 


analogous judicial authorities will be examined. 


LEGISLATIVE AND ADMINISTRATIVE ACTIONS 


The Congressional approach. Section 337 has been alluded to as the ‘‘anti- 


De 
1x | Court Holding Co. provision,’’ ® for it attempts to clear up the murky area 
1e caused by the Court Holding Co. and Cumberland Public Service Co. cases. 
ts A Senate report stated, ‘‘The result of these two decisions is that undue 
_ weight is accorded the formalities of the transaction and they, therefore, rep- 
\- resent merely a trap for the unwary.’’ 1° Section 337 was thus intended’’ to 
‘ provide a definitive rule which would eliminate the present uncertainties.’’ 
e Similar sentiments were voiced in the House.’” 

There was, however, a significant difference between the House and Senate 
e versions of the proposed bill. The House bill 1° contained a definition of a plan 


of liquidation.1* Under this proposed definition, ‘‘a distribution shall be con- 
2 sidered made pursuant to a plan, if it is made subsequent to and in accordance 
with a resolution by the shareholders or the board of directors providing for 


9 BITTKER, op. cit. supra note 4, at 290. 
10 §.Rep. No. 1622, 83d Cong., 2d Sess. 49 (1954). 
11 Id. at 258. 
12 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A106 (1954). 
183 H.R. 8300, 83d Cong., 2d Sess. (1954). 
14 H.R. 8300, 83d Cong., 2d Sess. 81 (1954) : 
**Sec. 336. DEFINITIONS RELATING TO LIQUIDATIONS 
*“(¢) PLAan—For the purpose of subsections (a) and (b), a distribution by a corporation 
shall be considered as having been made pursuant to a plan if the distribution is made 
subsequent to, and in accordance with, a resolution adopted by the shareholders or the 
board of directors under which the termination of the business or businesses and the trans- 
fer of assets in redemption of all or part of the stock is authorized, whether or not— 
*€(1) a time for completion of the transfer is specified in the resolution; or 
*€(2) the distribution is considered a liquidation within the meaning of the corporate 
law under which the distribution is made.’’ 
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the termination of the business . . . and the transfer of a part or all of the 
assets is in redemption of the stock.’’ 4 

It is important to note that as finally enacted, the 1954 Code does not con- 
tain any definition of a plan of liquidation. It is also significant that section 
337 (a), as summarized above, does not require the adoption of a resolution 
as a prerequisite to the existence of a plan of complete liquidation. It would 
thus appear that Congress was well aware of possible additional safeguards, 
but did not deem it necessary to enact any. A further pertinent observation 
is that while the 1954 Code frequently refers to a ‘‘plan,’’ 1* none of the sec- 
tions states that a formal writing is needed as evidence that the ‘‘plan’’ exists. 

The Commissioner’s approach. In order to find the requirement that a plan 
be in writing at the time of its adoption, one must resort to the Regulations of 
the section concerned. Under section 337, the Regulations 17 specify that the 
corporate minutes must reflect that a plan of liquidation was formally adopted 
and set forth a copy of the plan. The Regulations pertaining to section 368,18 
defining a corporate reorganization, also specify that the corporate records 
show that a plan was adopted. It would thus appear that the Commissioner 
has established a general rule that a plan cannot be adopted without a formal 
writing evidencing such action. However, the Regulations under section 
105,!® relating to accident and health plans, specifically state that ‘‘it is not 
necessary that the plan be in writing.’’ 

But this exception may not be as broad as it first appears to be. Payments 
under the plan will usually be made by an employer’s funded or unfunded 
arrangement, a welfare fund, a state fund, an association of employees or 
employers, or by an insurance company. By their very nature, each of these 
sources would be evidenced by some form of written document (the em- 
ployer’s unfunded arrangement is usually based upon a memorandum to per- 
sonnel). Thus, while the plan itself need not be in writing, the Commissioner 
would have some tangible alternative method of proving its existence. The 
significant consideration is the ability to prove the existence of a plan by 
means other than a resolution. 

The Proposed Regulations under section 337 stated that the time of adop- 
tion of a plan of complete liquidation is the date on which occurs the first step 
in the execution of such plan, to be determined by an examination of ‘‘all 
other relevant facts and cireumstances.’’ °° From the wording, it would ap- 


15 H.R. Rep. No. 1337, 83d Cong., 2d Sess. A113 (1954). 

16 I.R.C. §§ 105, 332, 333, 337, 346, 354, 361, 368, 371, 373, and 374 (1954). 

17 Reg. Sec. 1.337-5(a) (1955). 

18 Reg. Sec. 1.368-3(a) (1955). 

19 Reg. Sec. 1.105-5 (1956). 

20 Proposed Reg. 1.337-2(b), 19 Fep. Rea. 8237 (1954) : 

‘¢. | , For the purpose of section 337 (a) the date of adoption of the plan of complete 
liquidation of a corporation is the date on which occurs the first step in the execution of 
such plan, but not later than the date of the adoption of the resolution by the shareholders 
authorizing the distribution of the corporate assets in redemption of all of the stock pur- 
suant to which the corporation is liquidated. In determining such date, consideration will 
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pear that the step-transaction doctrine of the corporate reorganization area 
was being superimposed upon section 337. This approach was probably due 
to the Commissioner’s desire to prevent the circumvention of the spirit of the 
statute by sales at a loss, adoption of a plan, and then a sale of the appreciated 
assets, discussed above. The final Regulations discarded this phrasing; they 
state that adoption is ‘‘ordinarily’’ the date on which the shareholders adopt 
a resolution authorizing the distribution of the corporate assets (other than 
those retained to meet claims) in redemption of the stock.*! Basically, this 
view appears to be that of the original House definition of a plan of liquida- 
tion,?* which was rejected by Congress. It is submitted that in view of this re- 
jection the Commissioner’s present position is an unauthorized attempt at ad- 
ministrative legislation. 

After laying down this general rule, the Regulations provide that if a cor- 
poration sells substantially all of its assets prior to the date of adoption of a 
shareholders’ resolution, the date of adoption of a plan of complete liquida- 
tion will be the date of the resolution, and gain or loss will be recognized.” Yet 
where substantially all of the assets are sold, rather than merely a portion of 
them, there would seem to be more reason to suppose that a plan of complete 
liquidation had, in fact, been adopted prior to the formal adoption of the 
resolution.** 

In the case of a closely-held corporation, the decision to liquidate may be 
made by the controlling shareholders ; indeed, the assets may even be distrib- 
uted in liquidation without formal corporate action. Accordingly, if control- 
ling shareholders determine to liquidate a corporation and embark upon a 
course of action clearly evidencing such determination, it would seem that a 
plan of complete liquidation might have been adopted within the meaning of 
the statute, notwithstanding the absence of formal corporate action... . 

Such a course of action evidencing liquidation could be demonstrated by 
winding up the affairs of the corporation and such other acts inimical to the 
status of a ‘‘going concern.’’ *5 As a further guide, the Commissioner has said 
that ‘‘ [i]t is enough if it can be said that the corporation is honestly engaged 
in reducing its assets to cash and is not engaging in any new business.’’ 76 
Clearly, this assertion clashes with the Regulations under section 337. By em- 
phasizing the use of the word ‘‘ordinarily’’ in the Regulations, it is believed 
that this conflict may be resolved. 

By following the intent of Congress, by not demanding inflexible adherence 
to mere formalities, and by viewing each transaction from beginning to end, 


be given to the dates of any sales of property . . . not ordinarily made in the conduct of 
the business as well as to all other relevant facts and circumstances.’’ 

21 Reg. Sec. 1.337-2(b) (1955). 

22 See note 14 supra. 

23 Reg. Sec. 1.337-2(b) (1955). 

24 See MacLean, Taxation of Sales of Corporate Assets in the Course of Liquidation, 56 
Cou. L. Rev. 641, 644, 645 (1956). 

25 Horn & Hardart Baking Co. v. United States, 34 F.Supp. 89, 90 (E.D.Pa. 1940) ; W. E. 
Guild, 19 B.T.A. 1186 (1930). 

26 G.C.M. 6590, VIII-2 Cum. Butt. 169, 171 (1929). 
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the proper tax burdens would ultimately be borne. The proposition that all 
of the facts and circumstances surrounding a transaction be determinative of 
tax liability rather than hinging on one isolated step is not a new one. For 
‘“Ti]n the field of taxation, administrators of the laws, and the courts, are con- 
cerned with substance and realities, and formal written documents are not 
rigidly binding.’’ ** ‘‘ The purpose of this rule is manifest. Whenever taxation 
is allowed to depend upon form, rather than substance, the door is opened to 
distortions of the tax laws. . .. Clearly, this purpose is not advanced by apply- 
ing the rule only if it serves to increase the tax in a particular case. The tax- 
payer as well as the Commissioner . . . is entitled to the benefit of this rule.’’ 2% 

In the liquidation area, the Commissioner has recognized the applicability 
of this rule. He bs long maintained that a stockholders’ resolution authoriz- 
ing the directors to liquidate a corporation does not necessarily mean that 
thereafter the corporation is in the process of liquidation. Conversely, the fact 
that the shareholders have not passed such a resolution does not of itself mean 
that the corporation is not in the process of liquidation.?® This position is 
clearly in line with that of the Proposed Regulations, but opposed to that ad- 
vanced by the final Regulations. As will be shown later, the Commissioner has 
employed this reasoning in dealing with transactions arising under section 
337. It would thus appear that the Regulations are being used only as a guide; 
they are not being viewed as the ultimate factor in determining tax liability. 

In addition to the general proposition that the ‘‘imposition of an income tax 
depends upon what the taxpayer actually did,’’ *° there are two lines of au- 
thority to support the proposal that a plan of complete liquidation can be 
adopted without the shareholders passing a formal written plan. One group 
of cases has held, in determining the character of distributions in the hands 
of the stockholders, that liquidation is a question of fact, regardless of the 
adoption of, or failure to adopt, a formal resolution of dissolution. Another 
line of cases has held that a reorganization has occurred (hence a plan of re- 
organization has been adopted) even in the absence of a formal written reso- 
lution.*? 

In the first group of cases the results depended upon section 201(c) of the 
Revenue Act of 1924,3* which accorded capital gain treatment to amounts dis- 
tributed in complete liquidation ; amounts distributed in partial liquidation 
were treated as ordinary gain. In the Revenue Act of 1936,* complete liquida- 
tion was defined to include ‘‘any one of a series of distributions made by a 
corporation in complete cancellation or redemption of all of its stock in ac- 
cordance with a bona fide plan of liquidation. ...’’ ** 


27 Helvering v. F. & R. Lazarus & Co., 308 U.S. 252, 255 (1939). 

28 Landa v. Comm’r, 211 F.2d 46, 50 (D.C. Cir. 1954). 

29 G.C.M. 8623, IX-2 Cum. BuLL. 164, 167 (1930). 

30 Comm’r v. Landers Corp., 210 F.2d 188, 192 (6th Cir. 1954). 

31 Bennion, Sale of Corporate Assets Under Section 337, 1958 So. Cauir. TAx Inst. 253, 
259. 

32 Revenue Act of 1924, ch. 234, § 201(c), 43 Stat. 255. 

33 Revenue Act of 1936, ch. 690, § 115(c), 49 Stat. 1687. 

34 Ibid. 











1961] NOTES 261 


Thus, as under the present section 337, an intention to liquidate the corpora- 
tion completely had to be shown before the benefits of the section could be de- 
rived. As to the need of a formal declaration, the Court in the oft-cited case of 
W. E. Guild ® said : %6 


We cannot presume liquidation to be in process merely because a resolution 
of the stockholders authorized the directors to take such action. Liquidation is 
not a technical status which can be assumed or discarded at will by a corpora- 
tion by the adoption of a resolution of its stockholders, but an existing condi- 
tion brought about by affirmative action, the normal and necessary result of 
which is the winding up of the corporate business. 


The general rule applied was that ‘‘ liquidation is a question of fact,’’ 37 and 
‘* [t]he adoption or failure to adopt a resolution of dissolution or liquidation is 
not controlling. .. .”’*8 The courts have uniformly employed the rationale 
that in ‘‘determining the nature of a distribution, the facts of the case con- 
trol,’’ °° as the statute itself ‘‘does not require a formal statement’’ *° of a 
plan of liquidation. And when it suits his purposes, the Commissioner has 
agreed by stating that it is not necessary to have a formal plan of liquidation, 
evidenced by a corporate resolution, that it is sufficient if there is a definite de- 
termination to achieve dissolution.* The general conclusion appears to be that 
the adoption or failure to adopt a plan is but one cireumstance,*? not to be iso- 
lated from the entire background of the transaction.* 

In the reorganization area, the results are similar. Again, the realities of the 
situation under scrutiny are controlling, and the mere forms utilized have 
been disregarded. The courts have held that the statute is satisfied if the var- 
ious steps of the transaction evidence a plan.** A reorganization pursuant to 
a plan will be found if the surrounding facts and circumstances warrant it,* 
and no particular form or writing,** such as a contract or corporate minutes, 
need be presented. It is sufficient if the circumstances indicate that the various 
steps taken were pursuant to a plan of reorganization.** 

Obviously, many of the cases have relied upon the step-transaction doctrine 


35 19 B.T.A. 1186 (1930). 

36 Id. at 1204. 

37 W. F. Kennemer, 35 B.T.A. 415, 421 (1937), aff’d, 96 F.24177 (5th Cir. 1938). 

38 Ibid. 

39 Holmby Corp., 28 B.T.A. 1092, 1103 (1933), aff’d, 83 F.2d 548 (9th Cir. 1936). 

40 Burnside Veneer Co. v. Comm’r, 167 F.2d 214, 217 (6th Cir. 1948). 

41 Granite Trust Co. v. Comm’r, 238 F.2d 670, 674 (1st Cir. 1956). 

42 Ward M. Canaday, Inc., 29 B.T.A. 355, 361 (1933), aff’d, 76 F.2d 278 (3d Cir.), cert. 
denied, 296 U.S. 612 (1935). 

43 Charles N. Manning, 3 T.C. 853 (1944), aff’d, 148 F.2d 821 (6th Cir. 1945). See 
Gossett v. Comm’r, 59 F.2d 365 (4th Cir. 1932); John R. Roach, 4 T.C. 1255 (1945) ; 
T. T. Word Supply Co., 41 B.T.A. 965 (1940) ; Fred T. Wood, 27 B.T.A. 162 (1932). 

44 Transport Products Corp., 25 T.C. 853, 858, aff’d, 239 F.2d 859 (6th Cir. 1956) ; Wil- 
liam H. Redfield, 34 B.T.A. 967, 973 (1936). 

45 James G. Murrin, 24 T.C. 502, 507 (1955). 

46 C. T. Inv. Co. v. Comm’r, 88 F.2d 582 (8th Cir. 1937). 

47 William H. Redfield, 34 B.T.A. 967, 973 (1936). 
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advanced in Helvering v. Elkhorn Coal Co.** In determining what was ac- 
tually done, examining the substance rather than form, the courts have based 
their conclusions on the net over-all effect rather than permitting ‘‘one iso- 
lated transaction in a series to determine the tax consequences.’’ *® The appli- 
cation of this doctrine to the field of corporate liquidations is not an extreme 
suggestion. Congress impliedly recognized this principle in its treatment of 
amounts distributed by corporations in complete liquidation.®® Special treat- 
ment was accorded these distributions, which included any one of a series of 
distributions made to effect complete liquidation.®! By implication, at least, 
what apparently were separate steps would be synthesized into one whole 
transaction. 

Within the sphere of section 337, the introduction of the step-transaction 
doctrine should be heartily endorsed by those practitioners engaged by close- 
ly-held corporations. Frequently the attorney, having been consulted after 
there has been a sale of substantially all of the assets, discovers that no formal 
plan of liquidation has been adopted. In this situation, the ethical practitioner 
need not resort to the practice of ‘‘making up’’ a set of corporate minutes 
and backdating resolutions. He could claim that a plan of liquidation was 
adopted, albeit informally, and prove it by setting forth the entire transac- 
tion.5? 


CURRENT DEVELOPMENTS UNDER SECTION 337 


In the only Revenue Ruling dealing with the date a plan of complete liqui- 
dation was adopted,** a corporation, prior to September, 1954, was engaged 
in operating two businesses as separate divisions. In November of 1954, for 
sufficient business purposes, it sold one of its operating businesses to an unre- 
lated corporation at a substantial loss. At the time of this sale, the corporation 
did not contemplate selling its remaining business, nor was there a subjective 
intent to effect a complete liquidation, as part of the sales contract provided 
that the remaining assets were not to be disposed of for at least one year. 

During 1955, the corporation explored the possibilities of acquiring addi- 
tional business, but these efforts were unsuccessful, and it was then decided to 
liquidate the corporation completely. There was evidence to show that the 
second sale was unrelated to the first (plans for improvements and expansion, 
payment of the regular dividend, a study of pension plans). The second sale 
was made at a profit after a resolution of complete liquidation was adopted. 
The ruling held the plan to have been adopted on the date of approval by the 
shareholders. Thus, under section 337 (a) no gain was recognized on the second 


48 95 F.2d 732 (4th Cir. 1938), cert. denied, 305 U.S. 605 (1938). 

49 Liddon v. Comm’r, 230 F.2d 304, 309 (6th Cir. 1956). 

50 See note 33 supra. 

51 See note 34 supra. 

52 Even with the aid of the step-transaction doctrine to show that the realities of the 
situation satisfy the spirit of section 337(a), the problem of having to file an information 
return with a copy of the plan annexed, required by section 6043 (1954), still remains. 

53 Rev. Rul. 57-140, 1957-1 Cum Butt. 118. 
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sale. There is little doubt that had the Commissioner been able to prove a 
relationship between the two sales, he would have held that a plan had been in- 
formally adopted, with a consequent disallowance of the loss sustained in the 
first sale. 

In the first reported case ** in this area, the Commissioner did argue that an 
informal plan of liquidation had been adopted. As this is the only reported 
case dealing with section 337, the facts are set out in detail. The taxpayer, a 
Virginia corporation, sold two pieces of property at a loss on October 1 and 4, 
1954, each sale being in accordance with a resolution adopted by the directors. 
At their meeting of October 1, they also entered a notice in the corporation’s 
minute book that another meeting would be held on October 11, 1954. On that 
date a majority of the directors adopted a resolution, recommending that the 
corporation be dissolved, and called a shareholders’ meeting to act upon the 
matter on October 22, 1954. On the prescribed date the shareholders approved 
the recommendation and adopted a resolution calling for the complete liqui- 
dation of the corporation. 

When the corporation filed its return, the losses on the two sales were dis- 
allowed. In a statement attached to the deficiency notice, the Commissioner 
said : 55 

...Itis held that you are not entitled to a deduction . . . claimed as a loss 
sustained upon the sale of business assets during the year 1954 since such 
sales were made as a part of a plan of complete liquidation already in effect 
although not formally adopted by the shareholders until later. 


The Court rejected this argument, ruling that the plan of complete liqui- 
dation was not adopted by the shareholders until October 22, 1954, and that 
the prior sales were not controlled by section 337. This holding, however, does 
not mean that every argument of informal adoption is doomed to failure. In 
this case the corporation’s stock was dispersed among 26 shareholders with the 
directors owning but 15.3 per cent. It appears that the decision was based 
upon the point that independently of statutory authorization, it is not within 
the authority of a board of directors to surrender a corporate charter ; disso- 
lution must be the act of the shareholders. Had this been a closely-held corpo- 
ration, where directors and shareholders are one and the same, a different re- 
sult might have been reached. 


CoNcLUSION 


When viewing section 337 transactions, the mere existence of a formal plan 
of liquidation is not necessarily the ‘‘open sesame’’ to the elimination of a tax 
at the corporate level. Tax liabilities must be measured by substance and re- 
alities rather than form and self-serving declarations of the participants. A 
different rule would be an invitation to wholesale distortions of the tax laws. 

The present Regulations retain the trap for the unwary that Congress had 
hoped to eliminate. For even when a formal plan is adopted, the Commis- 


54 Virginia Ice & Freezing Corporation, 30 T.C. 1251 (1958). 
58 Id. at 1255; emphasis added. 
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sioner’s action in Virginia Ice & Freezing Corporation ** demonstrates the 
uncertainties still surrounding this area. 

To restore the necessary degree of order, it is submitted that the approach 
of the Proposed Regulations *” be reinstated. By regarding the entire series of 
steps composing the transaction, by examining all relevant facts and circum- 
stances, both taxpayers and the revenues will be protected. 

—Davw D. Pustiunik* 


Filing of Returns by Foreign Corporations Which Are Personal Holding 
Companies. Of considerable interest to tax advisers of foreign investment 
companies is the question whether a non-resident foreign corporation which 
is a personal holding company ! is required to file United States income tax 
returns (Form 1120) if it distributes all of its income in the form of dividends 
to its shareholders. 

Under the Regulations of the 1939 Code,” if the company’s United States 
income tax liability was satisfied by withholding at the source, the company 
did not have to file a return. However, under the 1954 Code, as interpreted by 
the Treasury, this is no longer the case. A new problem has been created in 
that there is now a real question whether the company can ever have its tax 
liability satisfied by withholding at the source unless it files a return. 

An analysis of this problem requires the interpretation of section 6012, 
relating to persons required to make returns of income, and section 545,‘ re- 
lating to the definition of undistributed personal holding company income, 
together with the Regulations promulgated under these sections of the 1954 
Code. 


Section 6012 


Section 1.6012-9 5 of the Proposed Regulations published on May 1, 1956, 
provided, in part, that a foreign corporation which had its tax liability fully 
satisfied at the source did not have to file a return. This Regulation was never 
adopted in final form. Instead, the Treasury Department issued a revised pro- 
posed version of this Regulation as section 1.6012-2(g),® which required 


56 See note 54 supra. 

57 See note 20 supra. 

* Member of the New York Bar. 

1 The detailed fact-pattern involved in this analysis is as follows. A foreign corporation 
is organized as a personal holding company. It is not engaged in trade or business in the 
United States, but 50 per cent or more of its gross income is derived from United States 
sources. At least 80 per cent of the company’s gross income for the taxable year will be 
personal holding income as defined in section 543 of the 1954 Code, and more than 50 per 
cent in value of its outstanding shares will be owned, directly or indirectly, by or for not 
more than five individuals. 


2 I.R.C. § 235 (1939). 

3 I.R.C. § 6012 (1954). 
4T.R.C. § 545 (1954). 

5 21 Fep. Rea. 2838 (1956). 
6 23 Fep. Rea. 7299 (1958). 
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the every non-resident foreign corporation to file a return (Form 1120NB) 
| whether or not its tax liability had been fully satisfied at the source. This re- 
ich vised Proposed Regulation represented a complete departure from the earlier 
of Regulations as to the conditions under which non-resident foreign corpora- 
tions were required to file federal income tax returns. Under the 1939 Code? 
and section 1.60129 § of the original Proposed Regulations, a non-resident 
foreign corporation was not required to file if all of its United States income 
tax liability was satisfied by withholding at the source. 

} Undoubtedly, this Proposed Regulation evoked considerable criticism, and 
4 on February 13, 1959, the Treasury Department published a final version of 
nt this Regulation, which made it clear that a non-resident foreign corporation 
h was not required to make a return of income if all of its United States income 

x tax liability was satisfied by withholding at the souree.® 
Is | Although it would appear that all of the income tax liability of the com- 
pany on its investment income would be satisfied by withholding at the source, 
S | there is a real question, because of the provisions of the Regulations promul- 
gated under section 545, whether the company can escape liability for the 
| personal holding company tax which is not satisfied at the source if it does not 





file a return. 


i i, ee | 


Section 545 


Section 1.545-1(b) of the Regulations 1° provides that the undistributed 
personal holding company income of a foreign corporation, resident or non- 
resident, which files no return, shall be computed on the basis of gross income 
from all sources within the United States without allowance for any deduc- 
tions. Section 1.545-1(b) of the Regulations casts doubt on whether the 
Company could qualify for the dividends paid deduction provided by section 
561(a)(1) of the 1954 Code !” if it fails to file a return. If the Regulations 
mean that the company’s failure to file a return precludes the allowance of 
any deductions at all, including the dividends paid deduction, then the com- 
pany, even though it has actually distributed its income, will have ‘‘undis- 
tributed personal holding company income”’ subject to the personal holding 


7 See note 2 supra. 
8 See note 5 supra. 
9 Reg. Sec. 1.6012(g) (1) (i) (1959). 
10 Reg. Sec. 1.545-1(b) (1958) : ‘‘ For purposes of the imposition of the personal holding 
company tax on a foreign corporation, resident or nonresident, which files or causes to be 
filed a return, the undistributed personal holding company income shall be computed on 
the basis of the taxable income from sources within the United States, and such income 
shall be adjusted in accordance with the principles of section 545(b) and § 1.545-2. For 
purposes of the imposition of such tax on a foreign corporation, resident or nonresident, 
which files no return, the undistributed personal holding company income shall be computed 
on the basis of gross income from all sources within the United States without allowance 
for any deductions.’’ (emphasis added) 
11 See note 10 supra. 
| 12 T.R.C. § 561(a) (1) (1954) (definition of deduction for dividends paid). 
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company tax, and all of its tax liability will not be satisfied by withholding 
at the source. Consequently, it must file a return on Form 1120NB. 

Some light on whether the word ‘‘deductions’’ appearing in section 1.545- 
1(b) of the Regulations means all deductions, including the dividends paid 
deduction, may be found by reference to similar provisions of the 1939 Code. 
Section 933 of the 1939 Code provided that a foreign corporation could re- 
ceive the benefit of deductions or credits only if it filed a return.1* Neverthe- 
less, the Regulations promulgated under sections 504 and 505 permitted a 
foreign corporation which was a personal holding company to obtain the 
benefit of the dividends paid credit without filing a return."* 

Section 504 of the 1939 Code © provided that the term ‘‘undistributed Sub- 
chapter A net income’’ meant Subchapter A net income, as defined in section 
505, less the amount of the dividends paid credit. Section 505 1* merely pro- 
vided a definition for net income, but the Regulations 17 thereunder provided 
that if a non-resident foreign corporation failed to file a return, it would not 
be entitled to the ‘‘benefit of any deductions under Chapter I. . . .’’ Under 
section 27(a) of the 1939 Code, the predecessor of section 5J1(a)(1) of the 
1954 Code, what is now called the ‘‘ dividends paid deduction’’ was called the 
‘*dividends paid credit.’’ Since said Regulations disallowed only deductions, 
presumably it did not affect the allowance of the dividends paid credit under 
section 504 of the 1939 Code. 

Furthermore, said Regulations only disallowed deductions under Chapter 
I of the 1939 Code. The dividends paid credit allowed in the computation of 
undistributed Subchapter A net income was permitted by section 505 which 
appeared as part of Chapter II of said Code. Thus, under the 1939 Code, 
even if a non-resident foreign corporation which was a personal holding com- 
pany failed to file a return, it would not be deprived by the Regulations of the 
dividends paid credit in computing its undistributed Subchapter A net in- 
come. As a result, under the 1939 Code a foreign corporation which was a 
personal holding company could have all of its United States income tax lia- 
bility satisfied by withholding at the source even if it did not file a return. 

Under the 1954 Code, section 882(¢) (1), which is analogous to section 233 
of the 1939 Code, provides that a foreign corporation must file a return in 
order to obtain the benefit of deductions. But unlike the 1939 Code, section 
561 of the 1954 Code establishes a deduction for dividends paid instead of a 
credit. It is not entirely clear whether the draftsmen of the Regulations 1* 


13 T.R.C. § 233 (1939). 

14 See note 17 infra. 

15 I.R.C. § 504 (1939). 

16 I.R.C. § 505 (1939). 

17 Reg. 111, § 29.505-1: ‘‘In the case of a foreign corporation, whether resident or non- 
resident, which files no return the ‘subchapter A net income’ means the gross income within 
the United States as defined in section 119 and the regulations thereunder less the deduc- 
tions enumerated in section 505(a) but without the benefit of any deductions under chapter 
I (see section 233).’’ 

18 Reg. Sec. 1.545-1(b) (1958). 
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focused on this change of language with respect to the dividends paid deduc- 
tion in stating that no deductions would be allowed in the event that a foreign 
corporation failed to file a return. The respective legislative histories of sec- 
tions 545 and 561 of the 1954 Code appear to indicate affirmatively that Con- 
gress did not intend any substantive changes in the law with respect to for- 
eign corporations which are personal holding companies.!® One would assume, 
therefore, that the change of language from dividends paid credit to divi- 
dends paid deduction was not considered in stating that no ‘‘deductions’’ 
would be allowed to a foreign corporation failing to file a return. 

In comparing the approach of the two Codes, it might aiso be pointed out 
that in the 1939 Code the denial of the credit for failure to file a return is 
found in Chapter I (section 233), whereas the definition of undistributed per- 
sonal holding company income under which the dividends paid credit is 
‘‘allowed,’’ is found in Chapter II (section 504). Under the 1954 Code, how- 
ever, section 882(c)(1), dealing with the denial of deductions, and section 
545, dealing with undistributed personal holding company income, are both 
to be found in Chapter I. This may explain why, under the 1954 Code, the 
Regulations concluded that a return had to be filed to gain the benefit of the 
dividends paid deduction, whereas under the 1939 Code the opposite conelu- 
sion was reached with regard to the dividends paid credit. 

The first public statement of the Treasury’s interpretation of section 882 
and, by implication, of the Regulations under section 545 appeared on May 6, 
1959, recommending enactment of corrective tax legislation which would 
make it clear that a non-resident foreign corporation which is a personal hold- 
ing company would be allowed a dividends paid deduction even if it failed 
to file its United States income tax return.?® Such legislation would make it 


19 H.R. Rep. No. 1337, 83d Cong., 2d Sess. (1954) ; S.Rep. No. 1622, 83d Cong., 2d Sess. 
(1954). 

20 59-6 CCH { 6469, published in connection with the Treasury’s Comment on H.R. 5, 
**Foreign Investment Tax Act of 19597’: 

**(3) Deduction for dividends paid for by foreign personal holding companies which fail 
to file timely returns. Under section 882 of the existing law a foreign personal holding com- 
pany which fails to file a return is, in computing its undistributed personal holding company 
income, denied all deductions allowed in Subtitle A, including the deduction for dividends 
paid. The rule under the 1939 Code was to allow the deductions for such dividends. The 
harsh rule under the 1954 Code appears to result from a drafting mistake in section 882(¢) 
wherein ‘Subtitle’ was substituted for the term ‘Chapter’ as used under the 1939 Code. 

‘«The denial of the deduction for dividends paid can lead to the imposition of a con- 
fiseatory tax. Thus, if a foreign corporation subject to the personal holding company tax 
filed no return but paid 30 percent on its United States income by way of withholding and 
distributed its remaining income to its shareholders, the corporation might still be liable 
for an additional 85 percent tax on its undistributed personal holding company income, 
which would be its gross income if the deduction for dividends paid was not allowed. This 
would make all of its total tax at least 115 percent of its income. 

**Tt is believed that the present law imposes a penalty out of proportion to that which 
would apply in the case of a failure to file a timely return by a foreign personal company, 
particularly where the failure is due to reasonable cause. Accordingly, we would recom- 
mend that Congress enact corrective legislation in this area.’’ 

It might be noted that the Secretary’s letter, in two places (heading and next to last 
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possible for all of the company’s United States income tax liability to be satis- 
fied at the source, without being dependent on the filing of such return where 
there had been full withholding at the source and where no personal holding 
company tax was due because of the dividends paid deduction. 

Instead of recommending corrective legislation, the Treasury promulgated 
an amendment to the Regulations under section 6012, relating to persons re- 
quired to make returns of income, of the 1954 Code. 7! The amendment stated 
that the tax liability of a non-resident foreign corporation is not fully satis- 
fied at the source in any case where, if it were not for the allowance of deduc- 
tions to such corporation, it would be liable for tax.?? This amendment was 
promulgated in final rather than tentative form. The Treasury’s explanation 
for this relatively unusual procedure was that the amendment ‘‘ merely clari- 
fies and liberalizes’’ certain rules.”% 

To illustrate the point that the above mentioned amendment to section 
6012-2(g)(1)(i) does not ‘‘merely liberalize certain rules,’’ consider the 
argument available to the company had it failed to file a return (Form 
1120NB) and had then been held liable for penalty due to failure to file 
Schedule PH, Form 1120 (Computation of United States Personal Holding 
Company Tax). 

The 1959 instructions appearing on page 4 of Schedule PH require that 
‘every corporation which comes within the classification of a ‘personal hold- 


sentence), speaks of a failure to file a ‘‘timely return’’ by a personal holding company and 
implies that failure to file a timely return might prevent the corporation from obtaining 
the benefit of the deduction for dividends paid. However, under the law as it now stands, it 
has been held that a foreign corporation may file a late return and thereby entitle itself 
to deductions, including the dividends paid deduction, if it does so prior to some definitive 
action by the Internal Revenue Service other than mere investigation. Blenheim Co. v. 
Comm’r, 125 F.2d 906 (4th Cir. 1942) ; Georday Enterprises v. Comm’r, 126 F.2d 384 (4th 
Cir. 1942). Where, however, the Service has taken affirmative steps, such as issuing a de- 
ficiency notice to the corporation or executing a return for the corporation pursuant to sec- 
tion 6020(b), the subsequent filing of a delinquent return by the corporation will not entitle 
it to deductions. Anglo-American Direct Tea Trading Co., 38 B.T.A. 711 (1938) ; Ardbern 
Co. v. Comm’r, 120 F.2d 424 (4th Cir. 1941). 

21 Reg. Sec. 1.6012-2(g) (1) (i) (1959), as amended, T.D. 6427, 1959-2 Cum. Buu. 155- 
156. 

22 ‘* (g) Returns by foreign corporations—(1) Nonresident foreign corporations—(i) In 
general * * * The tax liability of a nonresident foreign corporation is not fully satisfied at 
the source in any case where, if it were not for the allowance of deductions to such corpora- 
tion, it would be liable for tax. For example, the tax liability of a non-resident corporation 
which is a personal holding company (as defined in section 542) is not fully satisfied at the 
source if such corporation would be liable for the personal holding company tax imposed 
by section 541 if it were not for the fact that it may be allowed a deduction for dividends 
paid (as defined in section 561). See section 545, relating to the definition of undistributed 
personal holding company income, and section 882(¢) (1), relating to the allowance of de- 
duction only if a return is filed.’’ T.D. 6427, 1959-2 Cum. Bunn. 155. 

23 ‘‘ Because this Treasury Decision merely clarifies and liberalizes certain rules, it is 
found unnecessary to issue this Treasury decision with notice and public procedure thereon 
under section 4(a) of the Administrative Procedure Act, approved June 11, 1946, or sub- 
ject to the effective date limitation of section 4(c) of that Act.’’ Id. at 156. 
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ing company’ must file a schedule PH.’’ Schedule PH is not a separate return 
but is a schedule to be filed along with, and as part of, Form 1120. Section 
6501(f) of the 1954 Code requires a corporation which is a persoral holding 
company to file along with its return, if a return is required, Schedule PH. In 
this event, failure to file the Schedule with the return permits assessment of 
the personal holding company for such year at any time within six years after 
the return for such year was filed. However, neither this section nor any other 
section of the 1954 Code requires the filing of Schedule PH if a return is not 
due. As section 6501(f) only refers to a schedule which must be filed with a 
return, it does not seem likely that a penalty could be imposed for failure to 
file Schedule PH if the return is not required, for the penalty provisions under 
section 6501(f) are limited to cases of failure to file returns and not failure 
to file schedules. 

Since the clear implication of the amendment seems to foreclose effectually 
any argument that a return might not be due from a personal holding com- 
pany on the ground that its United States income tax liability was fully satis- 
fied by withholding at the source, the company would, in all cases, be required 
to file a return. The argument noted above would no longer be applicable, and 
it is therefore submitted that the amendment does not ‘‘merely liberalize cer- 
tain rules.’’ The clear result of the amendment is to require filing of a return 
under circumstances which would have exempted the company from the re- 
quirement of filing before the promulgation of the amendment. Such a major 
substantive change in the Regulations should have been submitted in tenta- 
tive form under section 4(a) of the Administrative Procedure Act.** It is 
strongly urged that Treasury Decision 6427 be rescinded, or, if not, be re- 
issued in tentative form.*® 


CoNCLUSION 


It is clear that under the present Regulations the foreign company’s United 
States income tax liability can no longer ever be satisfied by withholding at the 
source because of the liability for the personal holding company tax. The 
practical result of the Regulations could very well be to deter foreign in- 
vestors from investing in the United States if other investments of similar 
quality can be found elsewhere. No doubt the present Regulations, which 
actually ‘‘compel’’ the company to file a return, where enacted to provide the 
Treasury with a means by which to ascertain whether any American citizens 
or residents are shareholders of the company and, if they are, to ensure that 
they have paid United States income taxes on the income derived therefrom. 
However, it is believed that this loss of revenue, should it exist, would be 


24 60 Stat. 238, 239 (1946). 

25 However, the Treasury reiterated its view in a Ruling published on Feb. 3, 1960. The 
Ruling, relating to a corporation formed under the laws of the Netherlands and classified 
as a personal holding company, held that although the company’s United States income tax 
liability was fully satisfied at the source, it was, nevertheless, necessary for it to file Form 
1120NB together with Schedule PH, because the personal holding company tax liability was 
not satisfied at the source. Rev. Rul. 60-34, 1960 Int. Rev. Buu. No. 5, at 23. 
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slight compared to the outflow of foreign capital funds that would result if 
the present Regulations are not changed. 

In the past we have fostered a favorable investment climate for foreign in- 
vestors. Section 542(c) (10) of the 1954 Code provides that the term ‘‘per- 
sonal holding company”’’ does not include a foreign corporation if (1) its 
gross income from within the United States is less than 50 per cent of its 
total gross income from all sources, and (2) all of its stock outstanding dur- 
ing the last half of the taxable year is owned by non-resident alien individuals, 
whether directly or indirectly through other foreign corporations. Since the 
personal holding company tax was adopted to force corporate distributions 
of income, with a view to collecting the tax on the shareholders, why should 
the tax apply at all in a situation where all of the company’s shareholders are 
non-resident alien individuals? °° Instead of tightening the Regulations, as 
witness the above amendment, it is recommended that they be liberalized by 
extending the coverage of section 542(c)(10) even to a situation where the 
company’s income from United States sources exceeds 50 per cent of its gross 
income. 





—JOoHN P. Hecut * 


26 Notwithstanding the writer’s view, see A. G. Fides v. Comm’r, 137 F.2d 731 (4th Cir. 
1943), cert. denied, 320 U.S. 797 (1943), wherein it was held that in imposing the personal 
holding company tax Congress intended it to apply to all personal holding companies, 
whether domestic or foreign. 

* Member of the Third Year Class, New York University School of Law. 
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CoNTINUITY OF THE BusINESS ENTERPRISE IN CORPORATE REORGANIZATIONS 
AND OTHER CORPORATE READJUSTMENTS. By THomas N. TaruEau. 60 
Couum. L. Rev. 792 (June, 1960). 


A comprehensive analysis of the doctrine of ‘‘continuity of business enter- 
prise,’’ both as an independent requirement for tax-free corporate reorgani- 
zation treatment and as a facet of the ‘‘continuity of interest’’ test and the 
“business purpose’’ test. This doctrine is examined in the context of its his- 
torical evolution through the relevant cases, statutes, and rulings, and its cur- 
rent applicability to the reorganization field is also considered. 


DRAFTING CLAUSES OF ESCAPE IN AGREEMENTS WITH UNCERTAIN Tax CONSE- 
QUENCES. By Norman A. Suaarman. 12 So. Cauir. Tax Iystitute 131 
(1960). 

A discussion of the various tax-planning techniques available to counsel in 
drafting agreements with uncertain tax consequences, likely to result in frus- 
trated tax motives, and the relative efficacy of these particular techniques. The 
use of specific provisions in agreements is recommended as a means of resolv- 
ing, or providing some assurance against, uncertain tax consequences. 


Foreien Situs Trusts—DEFINING THE UNDEFINED. By ALAN H. HAMMER- 
MAN. 38 TaxEs 529 (July, 1960). 
An analysis of the uses of foreign situs trusts, the applicability of the non- 
resident alien taxation rules thereto, and the various definitional factors in- 
volved in determining the status thereof. 


‘‘Oueut’’ anv ‘‘Is’’ or Oru-aNnD-Gas TaxaTIon, THE. By CHarues O. GALVIN. 
73 Harv. L. Rev. 1441 (June, 1960). 
A comprehensive survey of the complex legal principles currently regulat- 


ing the taxation of the oil and gas industry, and a discussion of the various 
factors peculiar to the industry which should be considered in the formulation 


of an optimum tax law therefor. 


PAYMENT OvtT oF PRorits OR PropucTION. By JAMES R. RowEn. 38 Taxes 517 
(July, 1960). 

A survey of the general problem whether the seller of a property interest is 

entitled to capital gain treatment when the selling price therefor is measured 


* Compiled by JAmzEs 8S. EusTICE. 
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by the production, sales, or profits that the buyer will derive from the trans- 
ferred property. 


RETROACTIVITY IN THE F'epeRAL Tax Frevp. By Laurens Wiiuiams. 12 So. 
Cauir. Tax INstITUTE 79 (1960). 


A discussion of the problems of retroactivity of legislation in the estate and 
income tax fields. Retroactivity problems of Regulations and Rulings are also 
treated in this paper. The retroactivity problem is a broad and recurring one 
in the tax field, and the author analyzes this question both in its historical con- 
text and in regard to the present status of the law in this area. 


Symposium on StTaTE TAXATION OF INTERSTATE COMMERCE, A. 46 Va. L. REv. 
1051 (Oct. 1960). 


A collection of twelve articles by leading authorities in the field dealing with 
such specific topics as the concept of doing business; taxation of intangibles; 
form versus substance ; allocation and apportionment problems; federal reg- 
ulation ; and state taxation of interstate sales. This symposium presents a com- 
prehensive coverage of the past judicial decisions and legislative acts, the pos- 
sible future developments in the field, and the various policies which are the 
foremost considerations supporting the evolution of the law in this area. The 
relevant cases and statutes are discussed in the context of the commerce and 
due process clauses of the Constitution, the conflict between federal and state 
relationships, and the problem of a free national market burdened to some ex- 
tent by expanding state revenue needs. 


TAXATION OF DEBT COLLECTION AND CANCELLATION. By RicHarp A. WILLSON. 
48 Cauir. L. Rev. 623 (Oct. 1960). 


An examination and analysis of the income tax consequences arising from 
the payment, collection, compromise, or cancellation of contractual rights and 
obligations from the standpoint of the creditor and the debtor, respectively. 
The relevant statutory provisions and the leading cases are surveyed in this 
discussion. Although this comprehensive field is not, and perhaps could not be, 
treated exhaustively, the article serves as a useful summary of the general 
principles which have evolved in this area. 


TRADE OR Business, Its MEANING UNDER THE INTERNAL REVENUE CopE. By 
JoHN H. Saunpers. 12 So. Caurr. Tax Institute 693 (1960). 
A comprehensive survey and analysis of the various interpretations and 
definitions accorded the concept of ‘‘trade or business’’ as that phrase is used 
throughout different sections of the Internal Revenue Code of 1954. 




















Bounty Twice Blessed: Tax Consequences 
of Gifts of Property to or in 
Trust for Charity 


HARRY J. RUDICK AND JOHN A. GRAY 


po federal tax laws openly subsidize private charitable organi- 
zations. It is not the purpose of this article to examine the wisdom of 
this subsidy—many foreign jurisdictions do not grant it, and of 
those that do, many severely limit it—or to explore its philosophical 
basis. The authors wish only to point out that the Government sub- 
sidizes many other activities, and the ultimate question should be 
whether the subsidy is worth the cost. Evidently Congress has con- 
cluded, without pressure from professional lobbyists, that the value 
received by the public from the subsidization of private charitable 
organizations is worth the price in lost revenue. There has been no 
widespread complaint from the tax-paying public that taxes could 
be lower if the spurs to charitable giving contained in the federal 
tax laws were removed or blunted; and this in spite of the fact that 
for the year 1957, for example, the income tax deductions allowed 
individuals for charitable gifts cost one billion dollars in federal 
revenue.’ 

Taxpayers, particularly those in high tax brackets, have not been 
slow to respond to the tax-saving inducements of charitable giving. 
This is attested by the Internal Revenue Service statistics showing 
that in the ten-year period 1948 through 1957 individual charitable 
contributions increased 237 per cent (from $1.9 billion to $4.5 billion) 


Harry J. Rupick, a member of the New York Bar, is Professor of Law at New York Uni- 
versity and is a partner in the firm of Lord, Day & Lord. 

Joun A. GRAY, a member of the New York and District of Columbia Bars, and formerly a 
member of the staff of the Joint Committee on Internal Revenue Taxation, is associated 
with the firm of Lord, Day & Lord. 

1 Cf. Pechman, What Would a Comprehensive Individual Income Tax Yield?, 1 Tax Re- 
VISION COMPENDIUM 279 (1959). Contributions by corporations whose taxable year ended 
in the fiscal year July 1, 1957 to June 30, 1958, in the total amount of $417,217,000, prob- 
ably account for an additional loss in revenue of $150,000,000 to $200,000,000. These fig- 
ures do not include the revenue loss resulting from the fact that the appreciation of con- 
tributed property over the basis in the lands of the donor is not taxed. 
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as compared with an increase of 168 per cent in total adjusted gross 
income reported by individuals (from $167 billion to $280 billion). 
As taxpayers become more sophisticated, a larger and larger part 
of the total given is in some form other than cash because, as will 
be seen, giving appreciated property (which the donee charity can 
generally turn into cash or the equivalent) confers benefits consid- 
erably beyond the tax reduction flowing from a mere cash contribu- 
tion. In addition, there has been a sharp growth in the use of the 
trust device as a means of taking advantage of the private charity 
subsidy. It is with these two types of contribution—gifts of property 
which has enhanced in value and transfers in trust for the benefit of 
charity—that this article is primarily concerned.? For high-bracket 
taxpayers these are very effective means of minimizing taxes. 





I. Statutory Provisions AnD Histor1caL BACKGROUND 


A. In general. On the theory that a gift to charity enriches the 
public in general, Congress has long encouraged donations to quali- 
fied charitable organizations by making them tax deductible.? For 
many years the charitable deduction sections remained static; * the 
only important change over a period of more than thirty years 
was the enactment of a provision allowing corporations to deduct 
charitable donations.® Since 1952, however, a number of legislative 


2 This article will not deal, except in passing, with the attributes of an organization, in- 
eluding a trust, which permit it to qualify as an orgai:7ation, contributions to which are 
deductible. It should be noted, however, that the definition of a charitable contribution 
contained in section 170(c) of the Code, allowing the deduction for income tax purposes, 
is not in precise harmony with the provisions which in effect exempt donations from gift 
tax (section 2522) and estate tax (section 2055) and with the provisions exempting char- 
itable organizations themselves from income tax (section 501(c)(3)). For example, con- 
tributions to a foreign charity are not generally deductible for income tax purposes but are 
deductible for gift and estate tax purposes, except in the case of non-resident aliens. 

8 Individuals were first allowed deductions for gifts to charity by section 214(a) (11) of 
the Revenue Act of 1918, not enacted until Feb. 24, 1919, after the end of World War I. 

4In section 214(a) (10) of the Revenue Act of 1924, a provision was added permitting 
taxpayers an unlimited charitable deduction if in the taxable year and in each of the ten 
prior years the total of income taxes and amounts contributed to charities exceeded 90 per 
cent of the taxpayer’s income before the deduction. It is understood that this provision 
was originally introduced by the then Senator Couzens of Michigan for the benefit of an 
order of nuns who, by their vows, were compelled to turn over their income to their church, 
but it has since been taken advantage of by a number of extremely wealthy individuals who 
have helped charity enormously at little actual cost to themselves. See discussion p. 276 
infra. 

5 Section 23(q) of the Revenue Act of 1936. By this section, corporate donations were 
limited to five per cent of the taxable income of the corporation computed without ref- 
erence to the section. Section 23(a) (1) (B) of that Act provided that no deduction would 
be allowable under section 23(a), relating to ordinary and necessary business expenses, 
for a contribution or a gift which would be allowable as a charitable contribution were it 
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developments have, on the whole, liberalized the provisions allowing 
charitable deductions. At the same time they removed some unin- 
tended benefits which had hitherto been available to taxpayers, al- 
though not in keeping with the general design of the statute. 

B. Limitation on deduction for contribution by individuals. The 
first of these legislative developments occurred in 1952. For taxable 
years beginning after December 31, 1951, the limitation on aggre- 
gate charitable deductions for individuals was increased from 15 
per cent of adjusted gross income to 20 per cent. Furthermore, sec- 
tion 170(b) (1) of the 1954 Code, while continuing to limit charitable 
deductions generally to 20 per cent of the taxpayer’s adjusted gross 
income, permitted deduction of an additional ten per cent for the 
aggregate of amounts contributed to a church or a convention or as- 
sociation of churches, an educational organization,’ or a hospital.® 
The provisions of section 170(b)(1)(A) which authorize the extra 
ten per cent deduction are stringently applied, however, and care 
should be exercised in making gifts which must qualify under that 
paragraph in order to be deductible at all, z.e., if other donations con- 
sume the 20 per cent limitation.® 


not for the percentage limitations contained in the charitable contribution provisions. The 
corresponding provision under current law is section 162(b) (1954) and Reg. See. 1.162-15 
(1958). Prior to the enactment of the Revenue Act of 1936, charitable contributions by 
corporations were deductible only if they could be justified as ordinary and necessary 
business expenses. 

6 Pub. L. No. 465, 82d Cong., 2d Sess., approved July 8, 1952. 

7 Referred to in section 503(b) (2) (1954). The organization must normally maintain a 
faculty and curriculum and have a regularly enrolled student body in attendance at the 
place where the educational activities are carried on. 

8 Referred to in section 503(b) (5) (1954). Pub. L. No. 1022, 84th Cong., 2d Sess. (1956), 
added to section 170(b)(1)(A) (1954) a medical research organization directly engaged 
in the continuous active conduct of medical research in conjunction with a hospital. Con- 
tributions to such an organization, however, will qualify for the additional ten per cent de- 
duction only if the organization is committed to spend such contributions within five years 
after the receipt of the gift. 

9 Reg. Sec. 1.170-2(b) (1) (1958) provides in part that ‘‘an individual may deduct con- 
tributions made during the taxable year ‘to,’ but not merely ‘for the use of,’ ’’ an or- 
ganization described in the subsection. In Rev. Rul. 60-110, Int. Rev. BuLL. No. 13, at 9, 
the Service ruled that gifts to a university endowment association which held title to prop- 
erty for the exclusive benefit of a state university, but which exercised managerial powers 
over such property, and which retained title to some of the items of property for long pe- 
riods of time, would not qualify for the additional ten per cent deduction. In a companion 
ruling, Rev. Rul. 60-111, 1960 Int. Rev. BuLL. No. 13, at 10, the Service considered the de- 
ductibility of contributions to an association of liberal arts colleges. This association was 
organized to solicit gifts to various colleges in a region, and all gifts made to the associa- 
tion within a calendar year were distributed to the member colleges by May 30 of the en- 
suing year according to a formula predicated on the number of degrees conferred by each 
institution. The ruling holds that gifts to this association are gifts to the distributees and 
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C. Unlimited deduction available to certain individuals. Since 
1924, the income tax law has contained a provision allowing unlim- 
ited donations to charity under certain circumstances.” Prior to the 
1954 Code, a taxpayer was entitled to the unlimited deduction only 
if in the taxable years and in each of the ten previous years the total 
amounts contributed to charity, when added to the total income 
taxes paid," exceeded 90 per cent of the taxpayer’s net income com- 
puted without the benefit of the charitable deduction.” Since the gift 
was valued for tax purposes by its worth at the time of the contribu- 
tion, this provision enabled extremely wealthy individuals to donate 
property with a low cost and high current value without becoming 
appreciably poorer. 

The 1954 Code liberalized this provision by permitting an unlim- 
ited deduction for charitable gifts if in the taxable year and in 
eight out of the ten preceding taxable years the charitable contribu- 
tions, plus income taxes paid, exceeded 90 per cent of net income.* 
The section was further liberalized by section 10(a) of the Technical 
Amendments Act of 1958."* This section provides that in computing 
the amount of taxes paid for the ten prior years for purposes of 
making the 90 per cent computation, one could use, as to any indi- 
vidual year, the tax paid in respect to that year rather than the tax 
actually paid within the year.*° The purpose of this amendment was 
to permit retroactive qualification of years as to which deficiencies 
had been determined and later paid. 

D. Limitation on deduction for contributions by corporations. 
Whereas the five per cent limitation on corporate contributions orig- 
inally enacted in the Revenue Act of 1936 has never been increased, 


hence deductible. This is in keeping with Reg. Sec. 1.170-2(b) (3) (1958), which provides in 
part that ‘‘a gift to one or more educational institutions through an association of educa- 
tional institutions will be considered a gift to the institutions if it inures entirely to their 
benefit.’’ 

10 See note 4 supra. 

11 Not counting the tax on self-employment income. 

12 T.R.C. § 120 (1939). By Pub. L. No. 408, 84th Cong., 2d Sess., approved Feb. 15, 
1956, section 120 was retroactively amended so as to permit a taxpayer an unlimited deduc- 
tion if he had qualified in the taxable year and in eight out of the ten preceding taxable 
years. A seven-year statute of limitations on refund claims was also provided. 

13 Computed without the benefit of the charitable deduction. I.R.C. § 170(b) (1) (C) 
(1954). However, this section makes the unlimited charitable deduction provisions a bit 
more stringent by providing that the taxable income for each year shall be computed with- 
out reference to the deductions for personal exemptions and net operating loss carrybacks. 
These limitations did not exist under the earlier laws. 

14 Pub. L. No. 85-866, 85th Cong., 2d Sess., approved Sept. 2, 1958, effective for tax- 
able years beginning after Dec. 31, 1957. 

15 Any amount counted as tax for the year to which it relates may not be again counted 
as tax for the year of actual payment. 
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the provisions relating to corporate contribution deductions have 
been liberalized in other ways. A corporate contributions carryover 
was introduced as section 170(b)(2) of the Internal Revenue Code 
of 1954. This section provides generally that any excess of contribu- 
tions made by a corporation within a taxable year over the five per 
cent figure shall be a carryover to the two ensuing taxable years."® 

The 1954 Code also provides that the limitation on corporate char- 
itable gifts shall be computed without reference to the net operating 
loss carryback."” Under the prior law,"* if a corporation made char- 
itable contributions equal to five per cent of its taxable income in one 
year, and the taxable income of that year was later reduced by a net 
operating loss sustained in a subsequent year, the corporation lost 
the benefit of a part of the charitable deduction.’® This result no 
longer obtains under the 1954 Code. 

E. Contributions by partnerships. Often contributions are made 
by a partnership. The charitable contributions are not deductible 
from partnership income in computing the distributable share of 
each partner. Instead, the partner himself is deemed to have made a 
contribution equal to his distributable percentage of partnership in- 
come applied to the total contributions made by the partnership.” 


II. Girrs Dmectiy To A CHARITABLE ORGANIZATION 


Section 170(c) of the 1954 Code defines a charitable contribution 
as a gift made ‘‘to or for the use of’’ designated types of organiza- 
tions. Gifts directly to such organizations raise certain problems; 
gifts ‘‘for the use of’’ qualifying organizations (largely gifts in 
trust) raise additional problems which will be discussed separately. 
Generally speaking, however, any problem encountered in making 
a gift to a charity is likely to be encountered in making a gift in trust 
for a charity. As a consequence, solutions offered to these problems 
in the ensuing portion of this article may be equally applicable in 
the discussion relating to gifts in trust. 


16 Whereas this provision does not actually increase the amount which would otherwise 
be deductible by a corporation, it encourages the corporation to be generous by not penal- 
izing it for a miscalculation. 

17 I.R.C. § 170(b) (2) (C) (1954). 

18 E.g., I.R.C. § 23(q) (1939). 

19 This loss would be measured by five per cent of the amount by which the year’s tax- 
able income was reduced by the net operating loss. I.T. 3733, 1945 Cum. BuLL. 119, pro- 
vides that where the income of a taxpayer is renegotiated after the close of the taxable 
year, the limitation on the charitable deduction is to be recomputed on the basis of the in- 
come as renegotiated. 

20 T.R.C. § 702 (a) (4) (1954). 
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A. General discussion of gifts of property worth more than cost 
(or other basis). For many years the technique of contributing ap- 
preciated property to charities has resulted in substantial tax ad- 
vantages to the donor because he obtains a deduction measured by 
the fair market value of the property at the date of the gift.” The 
taxpayer, however, is not required to include in his gross income the 
difference between the amount he paid for the property and the fair 
market value at the date of the gift. In effect, therefore, he derives a 
tax benefit from the appreciation of the property without ever hav- 
ing included this appreciation in gross income.” Although this boon 
to the taxpayer and to charity has been given wide publicity and has 
been the subject of much comment, some of it adverse,”* there has 
been no legislative action to eliminate it since 1938, when the House 
passed a bill providing that the charitable contribution should be 
computed with reference to the basis of the property in the donor’s 
hands. However, this provision was eliminated in the Senate Finance 
Committee on the ground that it would discourage charitable do- 


nations.** 

Obviously, something of value must be given to a charity in order 
for a charitable deduction to be allowable. Thus, mere lending of 
money to a charity does not give rise to a deduction.” Whatever in- 


21 Reg. Sec. 1.170-1(¢) (1958). See discussion pp. 292, 302 infra. 

22 The reason he does not have to include the appreciation in gross income is because the 
donation of the property does not constitute a taxable event giving rise to income under 
section 1001 of the 1954 Code. The Service has also ruled, notwithstanding the general rule 
that satisfaction of a money obligation with appreciated property gives rise to taxable gain, 
that satisfaction of a pledge to charity with appreciated property does not result in report- 
able income. Rev. Rul. 55-410, 1955-1 Cum. Bux. 297. 

23 See, ¢.g., Pechman, supra note 1. 

24 The House version of H.R. 9682, 75th Cong., 3d Sess. (1938) contained the following 
provision: ‘‘In the case of a contribution or gift made in property other than money, the 
amount of such contribution or gift, for the purposes of this subsection, shall be equal to 
the adjusted basis of the property in the hands of the taxpayer or its fair market value, 
which ever is the lower.’’ The Report of the Ways and Means Committee, H.R. Rep. No. 
1860, 75th Cong., 3d Sess. 19 (1938), contained the following explanation: ‘‘There is no 
justification in principle for the allowance of a deduction for the amount of unrealized ap- 
preciation which has never been included in taxable income.’’ However, the above-quoted 
provision was eliminated by the Senate Finance Committee from the Act as finally passed. 
The Senate Finance Committee explained its reasons for its actions in S.Rep. No. 1567, 75th 
Cong., 3d Sess. (1938), as follows: ‘‘ Representations were made to the committee by 
officials of educational and charitable institutions that the effect of such a provision would 
be to discourage the making of charitable gifts in kind. The committee believes that char- 
itable gifts generally ought to be encouraged and so has eliminated this provision of the 
House bill.’’ 

25 Rev. Rul. 58-262, 1958-1 Cum. BuLL. 143. This ruling holds that a taxpayer who pur- 
chased bonds from a church was not entitled to a charitable deduction in that year. Pre- 
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terest in property is donated must be parted with completely. This 
does not mean that fractional, wasting, or future interests in prop- 
erty may not be the subject of allowable gifts, but there must be no 
strings on the part given.”* Apart from these considerations, how- 
ever, there is virtually no limitation on the type of property which 
may be contributed to a charitable organization. As will be seen be- 
low, books,*’ paintings, stocks, bonds, inventory, real property, im- 
proved or otherwise, in short, any property that is susceptible of 
transfer, may be donated to a charity. We will now consider some of 
the problems that are likely to arise in connection with transfers of 
certain types of property. 

B. Gifts of real property or interests therein. Real property may, 
of course, be transferred to any charitable donee, and the transferor 
will obtain a charitable deduction commensurate with the fair market 
value of the property on the date of the transfer. If a taxpayer does 
not wish to transfer his entire interest in the property, he may trans- 
fer a fractional interest.** The Tax Court has held that the right to 
add upper stories to an existing building and to have access thereto 
may be the subject of a charitable deduction.”® The Tax Court has 
also held that the right to occupy real property for a limited period 
may constitute a deductible gift.*° The Revenue Service has acqui- 


sumably the result would be the same whether or not the loan carried interest. However, it 
has been held, in a questionable decision, that a loan of property other than money may, 
under certain circumstances, give rise to a deduction. See note 30 infra. 

26 Security First Nat’l Bank of Los Angeles, Executor, 28 B.T.A. 289 (1933). This ease 
held that contributions to a trust with general charitable purposes did not constitute 
charitable contributions where the grantor retained the right to revoke and where he abso- 
lutely controlled the disposition of the income. See also note 67 infra. 

27 Cf. Rev. Rul. 58-293, 1958-1 Cum. BuLt. 146. 

28 In Rev. Rul. 57-511, 1957-2 Cum. But. 158, the taxpayer contributed a one-fourth 
interest in a mansion and the surrounding land to the state for use as a Governor’s mansion. 
A five-year lease to the state for the remaining portion of the property was simultaneously 
executed. At the conclusion of the five-year lease, the parties had the right to invoke the state 
partition laws and/or to cause the property to be sold. In Rev. Rul. 58-261, 1958-1 Cum. 
But. 143, the taxpayer transferred an undivided two-fifths interest in improved real prop- 
erty to a charity. It executed a lease for the remaining three-fifths interest. Both rulings 
held that the value of the fractional interest is currently deductible. However, it is to be 
observed that the donee occupied the entire property in both cases. 

29 In Mattie Fair, 27 T.C. 866 (1957), the taxpayers owned a two-story building which 
had been constructed with a view to subsequent expansion. The walls and columns were 
adaptable to the addition of five or six stories above the existing building. The taxpayers 
transferred to a charity the right to construct these five or six stories plus access to the 
upper floors of the building to be built. Thereafter the charitable organization expended 
some $700,000 to construct an office building on the existing building. The Tax Court held 
that the taxpayers were entitled to a deduction measured by the present value of the air 
space and the right to build on the existing building. 

30 In Priscilla M. Sullivan, 16 T.C. 228 (1951), the taxpayer transferred to the American 
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esced in these decisions but has not withdrawn an earlier ruling ™ 
which appears to be inconsistent with them. In our view, the decisions 
are not sound, at least to the extent that the donor did not perma- 
nently part with his property, or a fraction of it, but merely loaned 
it without compensation. If the value of the right to occupy real prop- 
erty free may be deducted, we see no reason why, where personal 
property or money is loaned to a charity gratuitously, the fair rental 
value or the interest equivalent should not be a deduction; and 
where services are rendered gratis, why the value of these services 
should not be deductible. These results have not been countenanced.* 

C. Securities—stocks and bonds. By far the most common form of 
charitable contribution, apart from cash, is corporate stocks and 
bonds which have appreciated in value. Generally, no problem arises 
in connection with such a contribution where the donee is free to keep 
the property or dispose of it; and the donor is not taxable on the ap- 
preciation even where the charity sells the security after acquiring 
it. But where, by the terms of the gift, whether express or implied, 
the donee is required to sell and the donor retains an interest in the 
proceeds, the donor may be taxable on the gain.** 

Even where a sale of the security by the donor would produce ordi- 
nary income, as distinguished from long-term capital gain,™ he is not 
taxable on the appreciation. For example, a gift of section 306 stock, 
i.e., certain preferred stock acquired tax-free by the taxpayer as a 
dividend or in a corporate reorganization, does not result in the im- 
position of tax, despite the fact that if the stock were sold or re- 
deemed, the proceeds might be taxed to the taxpayer as a dividend.” 


Red Cross, in 1942, the right to occupy some residential property which had never been 
rented for the duration of the War. The Tax Court held that the taxpayer had transferred 
a determinable fee which, on the date of the transfer, had an ascertainable market value, 
and that the taxpayer was entitled to a deduction measured by the fair market value of 
the oceupancy as limited by the percentage limitation. See also note 83 infra. 

81 In I.T. 3921, 1948-2 Cum. BuLL. 32, the Revenue Service ruled that the taxpayer was 
not entitled to a deduction measured by the fair rental value of property the use of which 
was donated to a charitable organization, on the ground that there had not been a pay- 
ment to or for the use of such organization within the meaning of section 23(0) of the 1939 
Code. This was property which the taxpayer had previously rented out. 

32 See discussion p. 284 infra. 

88 See Rev. Rul. 60-370, 1960 Int. Rev. Buu. No. 49, at 15, discussed infra. 

84 The tax on gain from the sale or exchange of a capital asset held for more than six 
months cannot exceed 25 per cent. 

35 In Rev. Rul. 57-328, 1957-2 Cum. Butt. 229, the Service ruled that the taxpayer is 
entitled to a deduction measured by the present fair market value of section 306 stock con- 
tributed to a charity. The ruling held further that upon subsequent disposition of the sec- 
tion 306 stock by the charity, no income will result to the donating shareholder. The income 
from the sale of this stock would not be taxable in the hands of the charitable recipient un- 
der the ruling. But note Apvisory GRouP ON SUBCHAPTER C, REVISED REPORT ON CORPORATE 
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However, where a gift of a bond is made just before the interest pay- 
ment date, the donor might be taxable on the accrued interest up to 
the date of the gift in the year in which the donee realizes such ac- 
crued interest. 

D. Depreciable or amortizable property. Another type of property 
which may be contributed to a charity in such manner as to give rise 
to substantial tax benefits is property with respect to which a tax 
benefit has already been derived. One example of this would be an 
interest in a patent, on which the owner has taken amortization. If he 
contributes the patent to a charity, and the fair market value of his 
rights is in excess of the amortized cost, he will not be required to 
include this excess in his income,** whereas, if he were to make a sale 
of his interest, the taxable gain would include the prior amortization 
deductions as well as the appreciation in value. 

It is also possible for a taxpayer to transfer oil and gas property, 
or an interest therein, as to which he has deducted intangible drilling 


DISTRIBUTIONS AND ADJUSTMENTS 16-17 (House Committee on Ways and Means, 85th 
Cong., 2d Sess. (1958) ). If this Group’s recommendation is accepted by Congress, the ad- 
vantage of giving section 306 stock will disappear. 

86 Some commentators, for example, Merritt, The Tax Incentives for Lifetime Gifts to 
Charity, 39 Taxes 104 (1961), assume that the donor, even if on a cash basis, would be tax- 
able on the accrued interest, relying on such eases as Estate of Bertha May Holmes, 1 T.C. 
508 (1943), and Cold Metal Process Co., 25 T.C. 1333 (1956). This assumption seems to us 
at variance with the implications of section 170(b) (4), and therefore of doubtful validity. 
Sadie S. Friedman, 34 T.C. 456 (1960). In the Friedman case the taxpayer borrowed money 
with which to purchase bonds, which were later given to a charity subject to the liabilities. 
The interest on the liabilities for the period the taxpayer held the bonds was actually paid to 
the lending banks and therefore the taxpayer obtained a deduction. This gave rise to a 
double benefit, in that taxpayer was permitted to deduct the interest attributable to the ac- 
quisition of the capital asset and simultaneously to exclude from gross income the interest 
income produced by that asset. Congress has corrected this situation by the enactment of sec- 
tion 12 of the Technical Amendments Act of 1958, which added section 170(b) (4) to the 
Code. Section 170(b) (4) provides that if property is contributed to a charity subject to a 
liability, the charitable contribution shall be reduced, in the case of a bond, by the amount 
of interest which has been paid by the donor on an obligation incurred to purchase or carry 
the bond which is attributable to a period prior to the contribution. It is specifically pro- 
vided, however, that the disallowance provided in section 170(b) (4) (B) shall not exceed 
the amount of income which the bond earned during the period prior to the contribution 
which was not includible in the gross income of the donor under his method of accounting. 
This provision obviously assumes that a cash basis taxpayer is not required to report the 
accrued interest. As a practical matter, this section will have no application to taxpayers on 
the acerual basis. Under section 170(b) (4) (A) the charitable deduction is reduced by the 
amount of interest which has been paid or is to be paid by the donor on a liability to which 
the property contributed is subject, which liability is attributable to any period after the 
date of the gift. This section is directed to a situation where a taxpayer contributes prop- 
erty subject to a liability on which interest has been prepaid. The fact of prepayment will 
necessarily be reflected in the valuation of the gift; if the charity immediately sells the 
property, it will have the use of the money until the loan is repaid. 

37 Rev. Rul. 58-260, 1958-1 Cum. But. 126. 
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expenses at ordinary income tax rates. The valuation of the oil or gas 
property will necessarily reflect these intangible drilling expenses, 
yet the taxpayer is not required to include in his gross income any 
amount which would offset the prior deduction of these expenses. 
Similarly, where a taxpayer has had the benefit of percentage deple- 
tion on a bonus received for entering into a lease and there has been 
no drilling, a gift of the property before the lease expires does not 
require him to restore the fictional depletion deduction to income.” 

Under earlier laws, it had also been possible, in effect, to obtain a 
double deduction by donating bonds with respect to which the tax- 
payer had claimed a deduction for premium amortization based ona 
‘‘short’’ call date.*® By virtue of statutory amendments, this avenue 
is now closed.*? 


38 Lester Nordan, 22 T.C. 1132 (1954); and Rev. Rul. 59-196, 1959-1 Cum. Buu. 56. 
The interest transferred in the Nordan case was one commonly known as an ‘‘in-oil’’ pay- 
ment. However, in Eugene T. Flewellen, 32 T.C. 317 (1959), the Tax Court held that the 
transfer to a charity of an ‘‘in-oil’’ payment carved out of a larger interest constituted 
an anticipatory assignment of income on the authority of Comm’r v. P. G. Lake, Inc., 356 
U.S. 260 (1958). Rev. Rul. 59-196, promulgated after the decision of the Supreme Court in 
P. G. Lake, approved a gift of the donor’s entire interest in the mineral property. 

39 Rev. Rul. 60-336, 1960 Int. Rev. Buu. No. 43, at 23. The rule would be the same as to 
any property, e.g., a building with respect to which depreciation had been allowed. 

40 In Maysteel Products, Inc., 33 T.C. 1021 (1960), rev’d, 61-1 U.S.T.C. J 9283 (7th Cir. 
1961), Sadie S. Friedman, supra note 36, and Edwin A. Gallun, 19 TCM 555 (1960), the 
respective taxpayers purchased bonds at a premium. They claimed amortization to the 
short-call date and then contributed the bonds to charity. The value of the bonds at the time 
of contribution was not substantially different from what it had been on the date of pur- 
chase. The Tax Court recognized the taxpayers’ right to a charitable contribution measured 
by the fair market value on the date of contribution. It also recognized the reality of the 
acquisition of the bonds from a broker and the fact of taxpayers’ ownership since interest 
deductions for loans incurred to acquire the bonds were similarly allowed. However, the Tax 
Court disallowed the premium amortization deduction, on the theory that the whole plan had 
been conceived with a view to obtaining the double deduction afforded by bond premium 
amortization and the subsequent charitable contribution. The Tax Court relied on George G. 
Lynch, 31 T.C. 990 (1959), and Leslie Julian, 31 T.C. 998 (1959). The Tax Court’s re- 
liance on the Lynch case and the related line of cases appears in this instance to be mis- 
placed since those cases are predicated on the theory that the transactions entered into were 
sham and were conceive with a view to creating an otherwise non-existent deduction. Here 
the bond acquisition had economic reality, as recognized by the Tax Court for other pur- 
poses. The amortization deduction therefore should be allowed, because the taxpayers’ mo- 
tive in setting up a genuine transaction is irrelevant, except where the statute makes it rele- 
vant. See dissent of Drennen, J., in Maysteel Products, Inc., 33 T.C. 1021 (1960). The re- 
versal of Maysteel by the Seventh Circuit, supra, supports this view. 

41 Section 171(b)(1)(B) (ii) (1954), added by section 13(a)(1) of the Technical 
Amendments Act of 1958, provides that amortization of bond premium shall be determined 
with reference to the basis of such bond and the amount payable on maturity if the bond 
was acquired after December 31, 1957. The subsection specifically provides that amortiza- 
tion may be taken to the short-call date only if it results in a lesser deduction than amortiza- 
tion taken to maturity. 








— 
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E. Works of art. In recent years the art object has increasingly 
become the subject of charitable gifts. In fact, the income tax deduc- 
tion and the estate tax deduction are responsible for most of the 
important acquisitions by museums in recent years of paintings, 
sculpture, antique furniture, etc. Apart from valuation ® the only 
problems generally encountered are those which arise when the gift 
of a single item is spread out over a period of more than a year or 
where the donor wishes to retain the use of the article for his life. 
These problems are discussed below.** 

F, Life insurance. Life insurance can sometimes provide a rela- 
tively large amount of money for a charitable purpose of the donor 
at relatively small cost to himself. For example, a donor wishing to 
endow a chair in a university, might find it impossible to do so by 
making yearly contributions directly to the university in the amount 
of the premiums he would be required to pay on an insurance policy 
on his own life. He could accomplish his purpose, however, by taking 
out an insurance policy on his life, naming the university as irrev- 
ocable beneficiary, and retaining no indicia of ownership or control 
of the policy (although the contribution could be made subject, per- 
haps, to a restriction that the charitable donee retain the policy in 
foree and apply subsequent contributions by him to the payment of 
the premiums). The proceeds of the insurance policy, when realized 
upon, might then be adequate to effect the purposes of the donor. 
This device would postpone the beneficial enjoyment of the charita- 
ble donee until the death of the donor or the maturity of the policy, 
and would, as a consequence, be less popular with the donee institu- 
tion than an outright gift of cash or property. However, it is a tech- 
nique which permits gifts of considerable value (which may bear the 
corollary advantage of perpetuating the name of the donor) to be 
made at a relatively modest cost. 

Most life insurance is taken out when the insured is relatively 
young as a means of protecting those dependent upon him. Fre- 
quently, when the insured becomes older, the members of his family 
no longer depend upon him, and the insurance policy is no longer a 
desirable part of his investment portfolio. The taxpayer has an asset 
which may have increased in value over its cost to him. This increase 
in value will, when realized upon, whether by way of cash surrender 
or, in certain circumstances, a sale to third parties or, in the case of 
an endowment policy, a redemption by the insurance company at ma- 


42 See discussion p. 292 infra. 
43 See note 66 infra. 
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turity, result in ordinary income to him.*t However, the charitable 
gift of the insurance policy will not precipitate income.* 

G. Services and expenses. Frequently a taxpayer will perform 
services gratuitously for a charitable organization. The Revenue 
Service has taken the position that only gifts of money or property 
will give rise to charitable deductions and hence that the value of 
services rendered to a charitable institution is not deductible.*® An 
opposite conclusion would present administrative difficulties and 
open the way to discrimination among taxpayers with equal spend- 
able income, but the value of whose services to a charity was widely 
disparate.” 

Even though the Service has taken the position that the value of 
uncompensated services performed for a charity does not constitute 
property contributed to or for the use of a charitable organization, 
it has ruled that certain expenses incurred by a taxpayer while per- 
forming such uncompensated services afford the basis for a chari- 
table deduction.** Among the items for which deductions have been 


44 Comm’r v. Phillips, 275 F.2d 33 (4th Cir. 1960), reversing 30 T.C. 866 (1958) ; Bodine 
v. Comm’r, 103 F.2d 982 (3d Cir. 1939) ; Blum v. Higgins, 150 F.2d 471 (2d Cir. 1945) ; 
Avery v. Comm’r, 111 F.2d 19 (9th Cir. 1940) ; George A. Hellman, 33 B.T.A. 901 (1936). 

45 Cf. Rev. Rul. 55-410, 1955-1 Cum. Butu. 297; and Sadie S. Friedman, 34 T.C. 456 
(1960). 

46 O.D. 712, 3 Cum. Buty. 188 (1920). In Rev. Rul. 162, 1953-2 Cum. Buu. 127, the 
Service held that the donation of blood to a charity is in the nature of rendering personal 
services for the charity, and the donor is not entitled to a charitable deduction based on the 
fair market value of the blood. In Rev. Rul. 57-462, 1957-2 Cum. BuLL. 157, the Service 
held that free advertising space donated by a newspaper to a charitable organization con- 
stitutes the donation of services rather than property. The ruling thus disallowed the 
claimed deduction for the fair market value of the advertising space donated, relying on 
U.V. 712. This situation is distinguishable from the ease where a taxpayer performs serv- 
ices for an entity other than the charity itself but directs that his compensation be paid 
directly to a charity. In such instance he would be entitled to a deduction for the amount 
paid to the charity, but he would be required to include the amount of the compensation in 
his gross income; he could not avoid taxation on this income simply by assigning the right 
to receive it to a charity. Helvering v. Eubank, 311 U.S. 122 (1940). 

47 £.g., a high-bracket taxpayer with unique talent—an entertainer, for instance—whose 
services were valuable to a charity could, by donating substantial services, build up his 
total contributions so that after eight years he would be paying no tax though earning sub- 
stantial sums. See note 13 supra. Other taxpayers earning equal amounts but not possessed 
of the same kind of talent would be precluded from qualifying. 

48 Rev. Rul. 56-508, 1956-2 Cum. BuLu. 126; Rev. Rul. 58-279, 1958-1 Cum. Butt. 145; 
Rev. Rul. 57-327, 1957-2 Cum. Buu. 155; Rev. Rul. 56-509, 1956-2 Cum. Buu. 129; Rev. 
Rul. 58-240, 1958-1 Cum. Buty. 141; Rev. Rul. 59-160, 1959-1 Cum. Butt. 59. In an early 
case, Roy Upham, 16 B.T.A. 950 (1929), it was held that a taxpayer who, as vice-presi- 
dent of a charitable institution, was entitled to reimbursement of expenses incurred in the 
business of the organization, was entitled to a charitable deduction as to those expenses 
for which he claimed no reimbursement. See also Wolfe v. McCaughn, 5 F.Supp. 407 
(E.D.Pa. 1933). These cases are supportable on the ground that where a taxpayer is en- 
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allowed are clothing suitable only for rendering services to the chari- 
table organization,*® laundry and dry cleaning expenses for the 
maintenance of uniforms used in the performance of services for the 
charitable organization,” and travel expenses, including expenses 
for meals incurred while performing services for the charitable 


organization.™* 
H. Business property. So far, we have considered the tax advan- 


tages of donating appreciated non-business property to charities. 
Many of these advantages can be obtained by donating appreciated 
business property, even stock in trade or real property held by a 
dealer primarily for sale to customers in the ordinary course of his 
trade or business. Were property of this character to be sold, the 
gain would, of course, give rise to ordinary taxable income. 

The Revenue Service at first took the position that the taxpayer 
who contributed stock in trade to a charity realized income to the ex- 
tent of the difference between his cost and the fair market value of 
the property.” After some unfavorable court decisions, the Revenue 


titled to reimbursement but foregoes the right to claim it, he has clearly enriched the charity 
to the extent of the amount paid but not claimed. The Revenue Rulings cited above allow 
deductions for unreimbursed expenses even where the taxpayer is not entitled to reimburse- 
ment. This is done on the theory that these expenditures are made ‘‘for the use of’’ the 
organization. Rev. Rul. 56-508, supra. See note 85 infra. 

49 Rev. Rul. 56-508 and Rev. Rul. 58-279, both supra note 48. 

50 Rev. Rul. 56-508, supra note 48. 

51 Rev. Rul. 56-509 and Rev. Rul. 58-240, both supra note 48. Rev. Rul. 55-4, 1955-1 
Cum. BULL. 291, holds that unreimbursed expenses for meals are deductible if they are in- 
eurred by an officer of a charitable organization who contributes his services gratuitously, 
and if they are incurred while away from home. ‘‘ Away from home’? is held to have the 
same meaning that it has in applying the provisions of section 162(a)(2) (1954). See 
also Rev. Rul. 56-508, supra note 48. The latter ruling also holds that commuting expenses 
incurred by a taxpayer performing services gratuitously for a charitable organization are 
deductible. The ruling takes note of the general rule that commuting expenses incurred by 
a taxpayer traveling to and from his work are non-deductible personal expenses incurred 
for the benefit of the taxpayer. However, it holds that where commuting expenses are in- 
curred by a taxpayer to reach the place where he is going to perform uncompensated services 
for a charitable organization, the transportation expenses are incurred not for his benefit 
but for the benefit of the organization and are therefore ‘‘ for the use of’’ the organization. 
The Tax Court held in Henry Cartan, 30 T.C. 308 (1958), that a taxpayer, an uncompen- 
sated official of the Red Cross, was entitled to a deduction for membership dues paid to a 
club in Chicago, where it appeared that the facilities of the club were used by the taxpayer 
primarily while he was traveling on business for the Red Cross. There was a showing that the 
taxpayer had, on certain occasions, used the facilities of the club for purposes not connected 
with the Red Cross, and the Court disallowed a portion of the expenses under the rule in 
Cohan v. Comm’r, 39 F.2d 540 (2d Cir. 1930). 

52In I.T. 3910, 1948-1 Cum. Buuu. 15, the Service ruled that the contribution by a 
farmer of wheat, which he had raised on his farm, to a charitable organization gave rise to 
a charitable deduction measured by the fair market value of the wheat on the day it was 
contributed. However, the Revenue Service held that the contribution of this wheat, the 
sale of which would have given rise to ordinary income, constituted an anticipatory assign- 
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Service subsequently reversed itself.°* However, in order to avoid a 
double deduction, the costs incurred in the year of contribution in 
producing or acquiring the contributed property are not deductible. 
Similarly, where a taxpayer has contributed items produced or ac- 
quired in earlier years, the item must be removed from opening in- 
ventory. 


ment of income. The Service adhered to this decision in a Special Ruling, 52-5 CCH { 6125, 
in which it held that the contribution of building materials by a building supply contractor 
to a civil defense organization constituted an anticipatory assignment of income. 

53 In White v. Brodrick, 104 F.Supp. 213 (D.Kan. 1952), the District Court held that the 
transfer of wheat by a farmer to charity did not give rise to taxable gain; and in Campbell 
v. Prothro, 209 F.2d 331 (5th Cir. 1954), the Court of Appeals reached a similar result 
with respect to cattle contributed to the Y.M.C.A. The latter Court distinguished Helvering 
v. Horst, 311 U.S. 112 (1940), on the ground that in that ease only the right to income had 
been transferred, whereas in Prothro the underlying capital asset, as well as the apprecia- 
tion, constituting an income factor, was transferred. The Revenue Service accepted the 
view of the courts in White and Prothro in Rev. Rul. 55-138, 1955-1 Cum. But. 223, hold- 
ing that the transfer to a charitable organization of agricultural or manufactured prod- 
ucts held for sale in the ordinary course of a taxpayer’s trade or business does not give 
rise to taxable income to the donor. Apparently the fact that the appreciation may be due 
in part to the services of the taxpayer does not change the result. 

54 Rev. Rul. 55-138, supra note 53. Reg. Sec. 1.170-1(¢) (1958). This section provides 
that costs and expenses of acquisition of contributed property incurred in years prior to 
the year of contribution will be disallowed, but only to the extent that they are reflected 
in the cost of goods sold. This reflection in the cost of goods sold is effected by the appear- 
ance of these goods in the taxpayer’s opening inventory. However, the Regulations do not 
appear to disallow any costs of acquisition of inventory which have, under the taxpayer’s 
method of accounting, been reflected in the deductible costs of earlier years. This results 
in a discrimination in favor of taxpayers valuing inventory on the basis of cost or market, 
whichever is lower. For purposes of valuing his inventory, the taxpayer who uses the lower 
of cost or market value will take as his market figure ‘‘the current bid price prevailing at 
the date of the inventory for the particular merchandise in the volume in which usually pur- 
chased by the taxpayer.’’ Reg. Sec. 1.471-4(a) (1958). However, for purposes of valuing 
his charitable deduction, ‘‘ [t]he fair market value is the price which the taxpayer would 
have received if he had sold the contributed property in the lowest usual market in which he 
customarily sells, at the time and place of the contribution (and in the case of a contri- 
bution of goods in quantity, in the quantity contributed).’’ Reg. Sec. 1.170-1(¢) (1958). 
The fair market value of the contribution for taxpayers using either method is computed in 
the same way. However, the taxpayer, who computes his inventory on the basis of the 
lower of cost or market value, if the fair market value of his inventory in an earlier year 
was lower than his cost, has reduced closing inventory in that year by this difference. This 
will result in a tax advantage to the extent of the difference in the earlier year. A tax- 
payer valuing inventory on the basis cf cost who acquires an inventory item at the same 
time and for the same price will not receive this tax advantage in the earlier year, but he 
will be entitled to a charitable deduction in the later year that is no larger than that ob- 
tained by the cost-or-market taxpayer. 

An interesting question arises in the case of LIFO (last in, first out) inventories. The 
taxpayer will not realize a tax advantage in any earlier year with respect to any given item 
of inventory. The LIFO system is merely a system of identifying inventories, not one of 
valuation; it is predicated on cost. Nevertheless, although distributions of property by a 
corporation to its stockholders as dividends do not ordinarily give rise to taxable income, 
section 311(b) (1) (1954) specifically provides that a corporation will realize gain on the 
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The Service has recently ruled that donation of another type of 
business property, a limited interest in a limited partnership, affords 
the donor a charitable deduction, measured by the fair market value 
of the donated interest at the date of the gift.» However, donation 
of such an interest may be attended by certain pitfalls. If the partner- 
ship owns instalment obligations, a portion of these will be deemed 
attributable to the donated interest, and the donor will realize income 
when he makes the gift to the extent that the gift constitutes a dispo- 
sition of instalment obligations ; he will also probably be taxed on in- 
come earned but not distributed prior to the gift. Therefore, from 
the point of view of the donor, this type of gift is probably best 
avoided. From the point of view of the charitable donee, also, an in- 
terest in a limited partnership is not an entirely desirable form of 
property to receive, inasmuch as the income therefrom will usually 
be taxable to the charity.”® 

There is a similar objection to the gift of a ‘‘ working interest’’ in 
an oil and gas or other mineral property. The Service takes the posi- 
tion that working interest income is unrelated business income even 
if the donor agrees to assume all expenses of operation for the char- 
ity. In practice, owners of small interests of this sort have found they 
cannot give them away, let alone sell them in the market. 


distribution as a dividend of LIFO inventories. Such gain is to be measured by the dif- 
ference between the LIFO cost and the value of such inventory computed under a method 
permitted by section 471, i.e., FIFO (first in, first out). However, the corporation would, 
under this cireumstance, derive gain only because of the application of a specifie statutory 
section. There is no corresponding section requiring the taxpayer to recognize gain on the 
contribution of LIFO inventories to a charity. 

The considerable advantage of donating low-cost, high-value inventory in the drug in- 
dustry has drawn the unfavorable attention of Senator Estes Kefauver, who has corre- 
sponded with the Treasury on this subject. Legislative activity in this area is possible. 14 
J. TAXATION 78 (1961). 

55 Rev. Rul. 60-352, 1960 Int. Rev. Bux. No. 46, at 10. 

56 Section 511 (1954) imposes a tax on the unrelated business income of a charitable 
corporation or trust, as defined in section 512. Section 681(a) (1954) disallows the unlim- 
ited deduction for charitable contributions allowed trusts under section 642(¢) (1954) to 
the extent that the income of the trust is unrelated business income, as defined in section 
512. Section 512(b) lists certain exceptional items not constituting unrelated business in- 
come, including a provision in subdivision (b) (13) to the effect that income derived from 
an interest in a limited partnership will not constitute unrelated business income if certain 
conditions are met. The conditions are that: (1) the charitable donee be a testamentary 
trust created by the provisions of the will of an individual who died after August 16, 1954 
and before January 1, 1957; (2) the laws of the state under which the limited partnership 
exists provide that a limited partner has no right to take part in the control of the business 
without becoming liable as a general partner; (3) the trust shall not be a general partner in 
such partnership; (4) it shall be required to distribute all of its income currently, exclu- 
sively for religious, charitable, scientific, literary, or educational purposes; and (5) it be 
required to distribute all of the corpus exclusively for such purposes. It is obvious that this 
provision, although it is stated in general terms, was intended to provide exemption for the 
unrelated business income of a specific trust. 
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I. Instalment obligations. As a general proposition, one type of 
property which should definitely not be given to a charitable organi- 
zation is an instalment obligation, 2.e., one received on a sale of prop- 
erty where the seller has elected to report the gain under the instal- 
ment method authorized by the statute.*’ The Code provides that the 
transferor realizes taxable gain upon the disposition of instalment 
obligations.®® There is nothing in the legislative history of the Code 
provision or in the Regulations to indicate that it is not intended to 
apply where the donee of the instalment obligation happens to be a 
charity, and the Service has, in fact, ruled that donations of instal- 
ment obligations may give rise to income under this provision.” 

J. Spacing of gifts; tume of deduction. One problem frequently en- 
countered by taxpayers is to determine how much to give and when 
to give it. Quite often a taxpayer will not have an accurate estimate 
of his income until fairly close to the end of the year. By that time 
other problems may interfere with his year-end tax planning, par- 
ticularly in so far as it relates to charitable donations. The taxpayer 
can readily avoid the problem of trying to decide at the last minute to 
which charitable donees he wishes to make gifts, by the simple ex- 
pedient of creating a charitable foundation or trust. He can then 
make his last-minute donations in one lump sum to the foundation 
or trust and leave to a more convenient time the decisions as to 
which ultimate charitable beneficiaries are to enjoy his bounty.” 

An individual may deduct charitable contributions only in the 
year in which he actually makes payment.*! This rule holds even 
where the taxpayer otherwise files his returns on the accrual basis. 
Hence, a mere commitment, even if legally binding, does not give rise 
to a deduction ; there must be a payment of cash or delivery of prop- 
erty, 7.e., passage of title, during the taxable year.” 

For a corporation the problem is somewhat easier. A corporation 
may elect to treat charitable donations authorized by its board of 


57 T.R.C. § 453 (1954). 

58 I.R.C. § 453(d) (1954). 

59 See note 55 supra. See also notes 68 through 71 infra. 

60 Unless he is entitled to the unlimited deduction, the taxpayer should bear in mind that 
the contribution will not qualify for the additional ten per cent deduction, since the founda- 
tion is not an organization qualifying under section 170(b)(1)(A) (1954). 

61 T.R.C. § 170(a) (1) (1954). 

62 Reg. Sec. 1.170-1(b) (1958) provides in part that ‘‘ Ordinarily, a contribution is made 
at the time delivery is effected. In the case of a check, the unconditional delivery (or mail- 
ing) of a check which subsequently clears in due course will constitute an effective contribu- 
tion on the date of delivery (or mailing).’’ Thus, a contribution may be made at year-end 
by delivering (or mailing) a check to a charitable donee even though the check does not 
clear until the ensuing year. A mere pledge, however, will not give rise to a charitable deduc- 
tion. Mann v. Comm ’r, 35 F.2d 873 (D.C. Cir. 1929). 
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directors prior to the close of its taxable year and paid before the 
15th day of the third month following the close of its taxable year as 
having been paid in the earlier year. By separate corporate resolu- 
tions the corporation can authorize several charitable contributions, 
each of which may be paid within the specified time. When the corpo- 
ration files its return it will know its taxable income, computed with- 
out reference to section 170. It may claim deductions and file support- 
ing documents only for so many of the authorized charitable contri- 
butions as will bring its total contributions up to the five per cent 
level, thereby treating these as having been paid during the earlier 
taxable year; by omitting to claim the remainder, it treats those as 
having been paid in the later taxable year.™ 

An individual taxpayer often finds that a particular piece of prop- 
erty which he wishes to donate to a charity is worth so much that, 
together with other contributions during the year, it will exceed 20 
or 30 per cent of his adjusted gross income. The Service has ruled 
that the taxpayer may donate a fraction of his interest in such prop- 
erty to a charity.” However, the donor must be careful to give to the 
charity a vested interest in the fraction of the property so donated. 
A mere promise to do so in the future is insufficient.” 


63 I.R.C. § 170(a) (2) (1954). Reg. See. 1.170-3(b) (1958) provides that if payment is 
actually made on or before the 15th day of the third month following the close of the tax- 
able year, an accrual basis corporation may elect to have a charitable contribution con- 
sidered as paid during the taxable year if the donation has been authorized by the board of 
directors during the year and at the time the return is filed an election is made to treat the 
contribution as paid. The taxpayer must attach to the return a verified written declaration 
that the resolution authorizing the contribution was adopted by the board of directors dur- 
ing the taxable year. A taxpayer must also attach to the return a copy of the resolution of 
the board of directors authorizing the contribution. 

64 It is true that the corporation would, as between the two years, be entitled to take ad- 
vantage in the second year of any contributions in excess of the five per cent limitation 
made in the earlier year by virtue of the contributions carryover. However, if the accrual 
of these deductions is postponed to the second year and in such second year the corporation 
once again makes excessive contributions, the excess contributions will be available as 
carryovers for the two years thereafter rather than two years after the earlier year. 

65 Rev. Rul. 57-293, 1957-2 Cum. Buu. 153; Rev. Rul. 57-511, 1957-2 Cum. Buu. 158; 
Rev. Rul. 58-455, 1958-2 Cum. But. 100. 

66 In Rev. Rul. 57-511, 1957-2 Cum. BuLu. 158, the charitable donee received an undi- 
vided present interest in realty and the right to take a five-year lease on the portion of the 
property retained by the donor. This is to say that the donee had undisputed dominion 
over the entire property at all times. 

In Rev. Rul. 57-293, 1957-2 Cum. BuLL. 153, a donor made a present gift to a charity of 
a fractional interest in a work of art by a deed of gift, which also gave the charity the 
present right to retain the object for such portion of the year which was commensurate 
with its fractional interest. The Service ruled that when the deed of gift is executed and 
acknowledged and contains unequivocal language of a present gift, the donor is entitled to 
a charitable deduction measured by the fractional value of the undivided interest as applied 
to the present total value of the art object. The ruling also held that where the taxpayer 
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Another device employed by an individual taxpayer in an attempt 
to space a charitable gift of a piece of property over a period of years 
was ruled on by the Internal Revenue Service.® The taxpayer sold a 
piece of real property to a charitable organization for a cash down- 
payment equal to less than 30 per cent of the total purchase price 
and elected to report the gain on the instalment basis.® As each in- 
stalment fell due, he forgave the payment thereof and claimed a 
deduction. The Service ruled that he realized taxable gain on the 
transfer of the instalment obligation ” to the charitable institution. 
We think the ruling is questionable.” 

K. Sale to charity at less than value or purchase from charity for 
more than value. A taxpayer who owns appreciated property may 
wish to dispose of it completely but to make a gift of less than its full 
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contributes in praesenti a remainder interest in a work of art to a charity, retaining the 
right to possession of the object until his death, he is entitled to a deduction of the present 
value of the remainder interest. 

Rev. Rul. 58-455, 1955-2 Cum. Buu. 100, held that where the donor transfers, by a 
formally executed and acknowledged deed of gift, a one-half remainder interest in a paint- 
ing to a charitable donee, retaining custody and control of the painting during his life- 
time, he is entitled to a deduction measured by the value of the remainder interest applied 
to one-half the present market value of the work of art. Under the facts stated in the ruling, 
a representative of the donee would have access to the painting from time to time for pur- 
poses of inspection. All gifts of future interest should, of course, be supported by a legally 
sufficient consideration to make the agreement binding. 

67 In the third example considered in Rev. Rul. 57-293, 1957-2 Cum. Buuu. 153, an indi- 
vidual transferred, by deed of gift, an undivided present interest in an art object but re- 
served the right to possession thereof until such time as he shall have transferred the entire 
interest in the object to charity. The ruling held that the rights of the donee are too uncer- 
tain under these circumstances to afford the basis of a charitable deduction. However, it 
held that the donor will be entitled to a deduction in the year that the entire interest has 
been transferred to the charity. It should be observed that the rights of the charity under 
the given facts could be postponed indefinitely, simply by the donor failing to transfer to 
the charity his last retained fractional interest. There would be room for abuse if a taxpayer 
could transfer to a charity a substantial interest in a work of art, obtaining charitable de- 
ductions therefor, but nevertheless retaining virtually complete control over the object. In 
Rev. Rul. 58-455, 1958-2 Cum. BuLL. 100, there is no provision set forth in the statement of 
facts for the way in which the donee’s one-half interest in the work of art was to be settled 
upon the death of the donor. However, since the ruling assumed that the donee charity’s 
one-half interest in the object was indefeasible, it is distinguishable from the third example 
in Rev. Rul. 57-293, 1957-2 Cum. BuLL. 153. 

68 Rev. Rul. 55-157, 1955-1 Cum. Bu... 293. 

69 T.R.C. § 453 (1954). 

70 See discussion p. 288 supra. 

71 In a transaction other than a sale or exchange, section 453(d)(1)(A) (1954) governs 
if the transaction is between the obligor and the obligee, whereas if the holder of the in- 
stalment obligation disposes of it to someone other than the obligor, subdivision (B) ap- 
plies. It could be argued that the taxpayer did not realize taxable gain when he forgave 
the maturing instalments of the note, since he was effecting a satisfaction at other than 
face value within the meaning of section 453(d) (1) (A). Miller v. Usry, 160 F.Supp. 368 
(W.D.La. 1958). 
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value. This can be accomplished in one of two ways: he can sell the 
property to the charity for an amount less than its fair market 
value ; ** or he may borrow from a bank or other third party against 
the value of the property, pledging the property as collateral, and 
transfer his mortgaged interest in the property to the charity.”* In 
either event, the taxpayer would be entitled to a charitable deduction, 
measured by the difference between the amount realized by him, 
whether from the charitable purchaser or from the lending institu- 
tion, and the fair market value of the property. These techniques 
might be used in order to transfer to the charitable donee the appre- 
ciation only.” However, they have their pitfalls and should only be 
employed after careful consideration. 

A sale of property for less than its fair market value but for more 
than its basis in the hands of the donor will give rise to gain to the 
extent of the difference between the donor’s basis and the amount 
realized. Furthermore, the Tax Court has held in a recent case that a 
donation of property subject to an obligation is the equivalent of a 
sale of the property for the amount of the obligation, and if the obli- 
gation is higher than the basis, gain is precipitated.” 


72 Section 2512(b) (1954) provides that if ‘‘ property is transferred for less than an 
adequate and full consideration in money or money’s worth, then the amount by which the 
value of the property exceeded the value of the consideration shall be deemed a gift, and 
shall be included in computing the amount of gifts made during the calendar year.’’ Cf. 
John M. Coulter, 9 TCM 248 (1950). 

73 See Maysteel Products, Inc., note 40 supra; Sadie S. Friedman, 34 T.C. 456 (1960) ; 
Edwin A. Gallun, 19 TCM 555 (1960). 

74 Reg. Sec. 1.170-1(c) (1958). Maysteel Products, Inc., note 40 supra. 

75 To accomplish this the taxpayer would borrow from the lending institution or sell to 
the charitable organization at a price equal to his basis in the property. 

76 Magnolia Development Corporation, 19 TCM 934 (1960). The taxpayer owned a 
block of stock which had a fair market value of $42,500. Its basis in this stock was ap- 
proximately $10,000. It borrowed $42,000 from a lending institution, pledging the stock as 
full collateral, and then transferred its equity in the stock to a charitable institution. Nor- 
mally, no gain arises upon the transfer to a charitable organization of appreciated prop- 
erty, because there is no sale or exchange. See note 22 supra. The Court held, however, that 
notwithstanding the appearances in which the transaction was clothed, there was a sale of 
the stock to the charity for $500 less than its fair market value, citing Joseph B. Simon, 
32 T.C. 935 (1959), aff’d, — F.2d — (3d Cir. 1960). It held, therefore, that the taxpayer 
realized gain on the difference between the amount obtained from the lending institution 
and its basis in the property (sone $32,000), and that it was entitled to a charitable deduc- 
tion measured by the $500 difference between the fair market value of the property and the 
obligation subject to which the property was contributed. See also Herff v. Rountree, 140 
F.Supp. 201 (D.Tenn. 1956), where taxpayer transferred mortgaged property to a charity, 
retaining the right to occupy it for his lifetime. He was personally liable on the mortgage 
note. When he later contributed money to the charity to enable it to pay off the mortgage, it 
was held that to the extent the payment by the charity discharged the lien upon the donor’s 
life interest, he realized taxable gain, but to the extent that the payment discharged the lien 
on its remainder interest, the donor did not realize taxable gain. The result seems correct. If 








292 TAX LAW REVIEW [Vol. 16: 





Analytically, there is no reason why a taxpayer should not be able 
to sell inventory to a charity at inventory cost and treat the excess 
of value over cost as a contribution. However, the Service and the 
courts might well take the position that such a transaction results in 
a realization of income to the extent of the gain normally realized by 
the taxpayer on the sale of inventory.” 

It is also possible for a taxpayer to benefit a charity by purchasing 
property from it at a price in excess of its fair market value.”* How- 
ever, this may sometimes present problems, and it is better to avoid 
them where significant amounts are involved, by adopting the sim- 
pler procedure of buying for true value and contributing the excess.” 

L. Valuation of direct gift. In determining the amount of the gift 
to a charitable organization when property other than money is con- 
tributed, the fair market value of the property at the date of the gift 
is used.*° Ordinarily, if there has been a contemporaneous or recent 
sale of the property, the sale price is taken as the best evidence of the 
fair market value at the date of the gift.*' In a recent case, where the 


the taxpayer had transferred a remainder interest to the charity and borrowed from a bank 
on his life interest in the property, there is no circumstance, direct or indirect, under which 
he could obtain a deduction for principal amounts paid to discharge the lien. There is no 
plausible reason why he should be entitled to a deduction for amounts paid to discharge the 
lien simply because he uses a friendly charitable institution as a conduit. 

77 Presumably the position would be founded on the theory that a sale as distinguished 
from a pure gift of property held for sale is, at least in part, a business transaction and 
that the taxpayer has in effect sold for the normal price and rebated part of it. 

78 The most common examples are tickets to charitable benefit performances, stating that 
a portion of the purchase price is tax deductible. 

79 Rev. Rul. 58-262, 1958-2 Cum. Buu. 143. See note 25 supra. If the taxpayer acquires 
bonds from a charitable organization for more than their worth, it seems fairly clear that 
he has benefited the charitable organization in that year to the extent of the difference be- 
tween the amount paid therefor and the fair market value of the bonds. Such value would 
become his cost basis for the bonds. If in a subsequent year he were to contribute the bonds 
back to the charity, the amount of his charitable deduction would be measured by the then 
fair market value of the bonds. If the bonds had declined in value in the interim, he would 
be better off to sell them, registering a loss, and subsequently to contribute the proceeds. 

80 Reg. See. 1.170-1(¢) (1958). Originally, under the Revenue Act of 1918, the Service 
ruled in L.O. 979, 2 Cum. Buu. 148 (1920), that the amount deductible for property other 
than money contributed to a charity was the cost thereof or the March 1, 1913 value, less 
applicable depreciation. However, in L.O. 1118, II-2 Cum. Butu. 148 (1923), L.O. 979 was 
revoked and the Regulations were amended to provide that the deduction should be meas- 
ured by the fair market value of the property contributed. These amendments are set forth 
in T.D. 3490, II-1 Cum. Butz. 118 (1923), and T.D. 3491, II-1 Cum. Buu. 119 (1923), 
respectively. Since then the amount of the charitable deduction has always been measured 
by fair market value on the date of donation. For valuation of gifts of stock in trade, see 
note 54 supra. 

81 Jacob J. Cooley, 33 T.C. 223 (1959), aff’d per curiam, 283 F.2d 975 (2d Cir. 1960) ; 
Robert B. Dresser, 15 TCM 242 (1956) ; John M. Coulter, 9 TCM 248 (1956). Cf. Champlin 
v. Broderick, 38 A.F.T.R. 1533 (D.R.I. 1948). In Coulter, the taxpayer sold a piece of real 
property to a college for $30,000 and claimed a charitable deduction measured by the dif- 
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taxpayer was permitted to purchase property on condition that he 
donate it to charity, he was allowed to deduct only the purchase price, 
not the higher price he might have realized if the property had not 
been subject to the restriction.*” 

Where the property given is unique, such as a valuable painting 
or book or a piece of real estate, it is customary for a taxpayer to 


ference between the amount realized and some ostensible fair market value in excess of this 
amount. The taxpayer had held the property for sale for a considerable period of time and 
had listed it for sale with a broker at the price eventually paid by the charitable organiza- 
tion. The Tax Court held, in the face of these circumstances and in the absence of strong 
countervailing evidence, that the property did not have a fair market value in excess of the 
price realized by the vendors. In the Champlin ease, a 25 per cent shareholder in a corpora- 
tion purchased some real property from the corporation in May and July of 1940 for approx- 
imately $6,200. In September, 1940, he contributed the property to the city for use as a 
playground. He claimed a deduction for a charitable gift of approximately $21,000. He 
presented several expert witnesses who testified that the fair market value at the date of 
the gift was approximately $21,000. The trial judge-accepted the opinion of the taxpayer’s 
experts and held that the taxpayer was entitled to a $21,000 deduction. He held that noth- 
ing had occurred between the date of purchase and the date of the gift to affect the value 
of the property and did not go into the question whether the excess value, if any, acquired 
by the shareholder constituted a dividend to him from the corporation. Some evidence was 
presented that the shareholder had approached the city with a view to determining whether 
they would be interested in accepting the property for playground purposes even before 
he had purchased the property from the corporation. This raises the question whether the 
charitable gift, if any, was not in fact made by the corporation and should not therefore 
have been denied the shareholder, as well as the issue whether he acquired the property 
subject to a restriction on its disposition which reduced its value to the price actually paid. 
See note 82 infra. In view of these unanswered questions, the Champlin case does not appear 
to be very authoritative. 

In Rev. Rul. 58-372, 1958-2 Cum. BuLL. 99, a corporation took out life insurance on the 
lives of its principal officers and paid the initial premiums thereon. It then irrevocably 
assigned the policies to a charitable organization. The ruling held that the fair market 
value of the policies was equal to what another person, similarly situated, would have had 
to pay for policies on the lives of these officers. It held further that in view of the fact that 
the policies were contributed on the day they were taken out, the amount another would 
have had to pay therefor was equal to the amount of the initial premiums paid by the 
corporation, and that the corporation was entitled to a charitable deduction in this amount. 

82 Jacob J. Cooley, supra note 81. The taxpayer, a Chevrolet agent, acquired several 
automobiles from the General Motors Corporation for the specific purpose of donating 
them to the United Jewish Appeal for the use of Israeli war veterans. This occurred in 
1952 when automobiles were in short supply and allocated to dealers on a quota basis. The 
taxpayer would have been unable to obtain these automobiles unless he had been irrevocably 
committed to donate them to the United Jewish Appeal. In view of this restriction on resale, 
the Tax Court held that there was no evidence that the fair market value of the automo- 
biles exceeded the taxpayer’s purchase price. In Robert B. Dresser, note 81 supra, the tax- 
payer sought a $22,000 deduction for a strip of land conveyed to the city which he had 
recently purchased for $15,000. This higher valuation was based on zoning for commercial 
use, but an application for such use by the prior owner had been denied. When the taxpayer 
bought the property, he donated it to the city for use as a public park or auditorium. The 
Tax Court allowed him a $15,000 deduction. The respondent apparently did not advance, 
nor did the Tax Court consider, the contention that the property, as further restricted by 
the taxpayer, was worth less than $15,000. See also J. T. Fargason 21 B.T.A. 1032 (1932). 
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obtain one or more expert appraisals of value. Depending upon the 
expert’s reputation and the documentation, such appraisal is gen- 
erally accepted. Undocumented appraisals often are not readily ac- 
cepted, but where the claimed value is challenged, the dispute is usu- 
ally resolved by a compromise, and litigation on the question of value 
is relatively infrequent. Notwithstanding the difficulties that are 
often encountered in valuing gifts of property or interests therein, 
the courts have not denied deductions on the ground that there was 
no way in which to ascertain value.** 

The gift of property may be subject to a limitation on its use con- 
sonant with the charitable purposes of the donee; but where the re- 
strictions on use are such that no public benefit is likely to flow from 
the gift, allowance of the deduction is unlikely. For example, if a 
taxpayer transfers non-productive property subject to a condition 
that the donee may neither sell nor exploit it, and restricting its use 
so that the public is denied access to it or other benefit from it, he has 
not in fact aided charity and is not entitled to a deduction. 


III. Girts ror tHe Us or A CHARITABLE ORGANIZATION 


The Code allows as deductions contributions to or ‘‘for the use of’’ 
an organization organized for the designated purposes.™* This pro- 
vision has been interpreted to mean that a transfer in trust for the 
benefit of a qualified charity will give rise to a charitable deduction.® 


83 In Mattie Fair, 27 T.C. 866 (1957), the Tax Court placed a value on contributed air 
space and the right to construct additional floors on an existing building. And in Benjamin 
Klopp, 19 TCM 973 (1960), the Tax Court valued a contribution of real property to the 
United States for use as a Nike site so long as it should be needed for that purpose. This 
valuation included the valuation of a right of access, a ‘‘line of sight’’ easement (the 
right to cut away trees and brush for a certain distance from the property) and the sev- 
erance damages which would have compensated the donor for the damage to her remaining 
property suffered as a result of losing control over this particular tract and as a result of 
having a Nike site in such proximity. In Priscilla M. Sullivan, 16 T.C. 228 (1951), and J. T. 
Fargason, supra note 82, the taxpayers donated determinable fees to charitable organiza- 
tions. The Tax Court did not in either instance value the possibility that the charity would 
cease to use the premises for the designated purposes, because in both of those cases it found 
that the value of the interest contributed in the taxable year was clearly in excess of the 
15 per cent limitation then in effect on charitable gifts. As indicated supra (pp. 279-280), 
we believe the Sullivan decision is incorrect because of the temporary character of the occu- 
paney by the charity. In the other cases, the donee’s occupancy was either permanent or 
subject to a condition within its control. 

84 T.R.C. § 170(¢c) (1954). 

85 Rev. Rul. 194, 1953-2 Cum. Buu. 128. See also John Danz, 18 T.C. 454 (1952), aff’d, 
231 F.2d 673 (9th Cir. 1955) ; Emerson R. Miller, 19 TCM 1487 (1960); H. H. Bowman, 
16 B.T.A. 1157 (1929), non-acg., IX-1 Cum. BuLL. 62 (1930). The result reached in these 
three cases is probably correct, but the reasoning of the courts seems questionable. In each 
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In this section we shall deal with the various ways in which transfers 
in trust for the benefit of qualified charities can be used to minimize 
taxes. 

A. Income interests. The first type of transfer in trust to be con- 
sidered is one where the donor transfers property the income 
from which is to be applied to charitable purposes. Normally, if a 
taxpayer makes a transfer in trust but the corpus or the income 
therefrom will or is likely to revert to him within ten years, thus 
making it a ‘‘short term’’ trust, he is treated as the owner of the 
property, and the income is taxed to him.* If, however, pursuant to 
the terms of the governing instrument, the income is irrevocably 





case a trust was established for the exclusive benefit of charity and without designating a 
particular charitable organization. In the Danz and Miller cases the trust had forfeited ex- 
emption from tax on its income by reason of certain activities; these activities, however, 
did not affect the ultimate charitable destination of the trust income and corpus. The 
courts nevertheless allowed deductions of contributions to the trust, stating that the con- 
tributions were ‘‘ for the use of’’ charities. We believe this is a mistaken interpretation of 
the quoted phrase. In our view, when the statute speaks of ‘‘for the use of,’’ it refers to 
the use of a designated charitable organization; and when a contribution is made to a trust 
where no particular charitable beneficiary is specified, the trust itself must qualify as an 
organization enumerated in what is now section 170(c) (1954). Each of the trusts would 
qualify under that section—even though for some reason extraneous to its charitable pur- 
pose it failed to qualify for exemption from tax under what is now section 501(¢c) (1954)— 
and the deduction for the contribution could be supported on this ground alone. See also 
note 131 infra. 

The words ‘‘ for the use of’’ in the context of section 170 have taken on a meaning far 
broader than a mere transfer in trust for the benefit of the charitable organization. Thus, 
for example, an expenditure by a taxpayer incurred in the course of performing gratuitous 
services for a charity have been deemed to be ‘‘for the use of’’ the charity. See note 48 
supra. In United States v. Weed, 54-1 U.S.T.C. J 9414 (E.D.Mo. 1954), the taxpayer organ- 
ized a ‘‘ feeder corporation,’’ the income from which was to be used for the benefit of a col- 
lege. A gift to the corporation was held deductible as being a transfer for the use of a char- 
itable organization, notwithstanding the fact that the corporation itself did not qualify 
for exemption under the provisions of what is now section 501 (1954). Furthermore, a 1960 
amendment to section 170(d) (1954) provides that a taxpayer who maintains as a mem- 
ber of his household an individual, other than a dependent, pursuant to a written agree- 
ment between the taxpayer and an organization described in subparagraphs (2), (3), or 
(4) of section 170(c), will be entitled to treat amounts paid for the maintenance of that 
individual as having been paid for the use of the organization if the individual is a pupil in 
the twelfth or any lower grade in any educational institution in the United States. This 
provision is subject to the limitations that the taxpayer will not be entitled to any deduc- 
tion in excess of $50 multiplied by the number of months the individual resided in his 
household, and that if the taxpayer receives any amounts as compensation or reimburse- 
ment, the deduction shall not be allowed. 

The concept of an expenditure for the use of a charity does not, however, have unlimited 
elasticity. Thus, in Rev. Rul. 59-239, 1959-2 Cum. BuLL. 100, a taxpayer was denied a 
charitable deduction for amounts expended in replacing an automobile engine damaged 
while transporting Boy Scouts. 

86 T.R.C. § 673(a) (1954). 
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payable to a specified church, educational institution, or hospital * 
for a period of at least two years from the date of transfer to the 
trust, the income of a short-term trust will not be taxable to the 
grantor.®* Where the property is to revert to the donor at the termi- 
nation of the trust, he obtains no charitable deduction.®® The trust is 
simply a means whereby a taxpayer may permissibly avoid the per- 
centage limitation on contributions. 

If the donor makes a transfer of property to a trust the income of 
which is to be applied to charitable purposes, and the term of the 
trust is for ten years or more, he has considerably more flexibility 
than he does with a short-term trust, since the beneficiary need not 
be achurch, school, or hospital to make the income non-taxable to the 
donor ; any charitable beneficiary will do.” 

However, because of a provision first enacted in the 1954 Code, he 
will not receive a charitable deduction for a contribution to this type 
of trust if the trust property will or may revert to him and the value 
of his reversionary interest at the time of the transfer in trust ex- 
ceeds five per cent of the value of the property transferred.” As in 
the case of the short-term trust, the long-term charitable trust, where 
the donor retains a reversionary interest, is simply a means of by- 
passing the percentage limitation on contributions. 

Where the taxpayer makes a transfer in trust, income to be pay- 
able to a specified charity for a designated period, with the remain- 


87 Section 673(b) (1954) specifically requires that the trust income shall be payable to a 
beneficiary designated in section 170(b) (1) (A) (i), (ii), or (iii) (1954). See note 9 supra. 

88 I.R.C. § 673(b) (1954). The Regulations interpreting this subsection are stringent. 
Thus, Reg. Sec. 1.673(b)-1(b) (1956) provides: 

‘*(b) Income must be irrevocably payable to a designated beneficiary for at least two 
years commencing with the date of the transfer before the benefit of section 673(b) will 
apply. Thus, section 673(b) will not apply if income of a trust is irrevocably payable to 
University A for one year and then to University B for the next year; or if income from a 
trust may be allocated among two or more charitable beneficiaries in the discretion of the 
trustee or any other person. On the other hand, section 673(b) will apply if half the income 
of a trust is irrevocably payable to University A and the other half is irrevocably payable to 
University B for two years.’’ 

89 See note 91 infra. 

90 See note 131 infra. Emerson R. Miller, note 85 supra. 

91 Under the 1939 Code, if a taxpayer transferred to a trust having a term of more than 
ten years property, the income from which was to be applied to charitable purposes, the tax- 
payer was entitled to a deduction measured by the fair market value, in the year the gift 
was made, of the right to receive income from the property for such period. Rev. Rul. 194, 
1953-2 Cum. BuLu. 128. However, section 170(b)(1)(D) (1954) provides that no deduc- 
tion shall be allowed for a gift to a trust if the grantor has a reversionary interest in the 
corpus or income thereof, and if this reversion has a value in excess of five per cent of the 
value of the property at the date of the transfer. In determining the present value of a re- 
version or a remainder interest for the purposes of section 170, tables specified in the Reg- 
ulations are employed. Rev. Rul. 60-385, 1960 Int. Rev. Buu. No. 52, at 15. 
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1] 87 der over to a designated beneficiary other than himself, he is en- 
the titled to a deduction measured by the fair market value of the right 
the to receive income from the property transferred for the term of the 


; trust.°? However, the taxpayer will incur a gift tax liability, meas- 


mi- 
tis | ured by the present value of the remainder,” unless the remainder- 
er- man is itself a charity. 
The trust itself will be a taxable entity.** However, it will be en- 
of titled to an unlimited deduction for amounts which, under the terms 
the of the governing instrument, are paid to or permanently set aside 
ity for the benefit of charitable organizations.” There are certain limi- 
r0t tations on the right of a trust to the unlimited charitable deduction. 
he If it engages actively in a trade or business, the trust will not be en- 
titled to an unlimited charitable deduction with respect to its unre- 
he lated business income.” A trust will lose the right to the unlimited 
pe charitable deduction altogether, and its charitable contributions will 
ue be subject to the same percentage limitations applicable to indi- 
x- viduals if it engages in certain prohibited transactions with its gran- 
in tor * or if it accumulates income unreasonably.” 
re 92 Rey. Rul. 194, supra note 85. 
y- 93 Reg. Sec. 25.2512-5(d) (1952). ; 
94 Unless it qualifies under section 501(¢) (3) (1954). | 
95 LLR.C. § 642(c) (1954). Falk v. Comm’r, 189 F.2d 806 (2d Cir. 1951) ; Trust of John 
fa Walker, 30 T.C. 278 (1958). See also Emanuelson v. United States, 159 F.Supp. 34 (D.Conn. | 
n- 1956) ; and Rev. Rul. 59-15, 1959-1 Cum. Buu. 164, revoking Rev. Rul. 55-122, 1955-1 
Cum. Butt. 390. In the Walker case, the decedent had created a testamentary trust for the 
da life of his son. The decedent gave his son a power of appointment over the corpus of the 
ra. trust, to be exercised in the son’s will. The son appointed the corpus to several charities. Be- 
nt. cause of litigation involving the interpretation of the trust instrument, the appointed cor- 
pus was not immediately distributed to the charities. Pending the outcome of the litigation, 
wo income earned on the corpus was accumulated and was then distributed with the principal to 
ill the charitable beneficiaries. The Tax Court held that the trust was not entitled to an unlim- 
to ited charitable deduction because this income was not distributed to the charities pursuant 
=) to the terms of the governing instrument, but by virtue of a separate instrument, to wit, the 
he son’s will. 
ne In the Emanuelson case, the decedent, in an earlier will, left property to certain charities. 
to By a later will he excluded the charitable beneficiaries. After his death, litigation arose be- 
tween the charitable and non-charitable legatees under the two wills. This litigation was 
eventually compromised, the charities to receive a specified fraction of principal and income 
pursuant to the compromise. The Court held in effect that the compromise agreement took 
in the place of the will itself and that the income was payable to the charities under the terms 
X- of the governing instrument. As a consequence, the estate was entitled to the unlimited 
ft charitable deduction provided in section 162 of the 1939 Code. The Revenue Service accepted 
4, this result in Rev. Rul. 59-15, 1959-1 Cum. BuLL. 164. 
C- 96 I.R.C. § 681(a) (1954). It will, however, be entitled to deductions with respect to 
1e such income within the 20 per cent and 30 per cent limitations under the provisions of sec- 
e tion 512(b) (11) (1954). 
2° 97 I.R.C. § 681(b) (1954). This subsection provides that if the trust lends to the grantor 
qo any part of its income or corpus without adequate security, or if it pays compensation in 





excess of what is reasonable, or makes its services available on a preferential basis, or pur- 
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The fact that a trust engages in unrelated business will not result 
in its income being taxed to the grantor, and the fact that the donor 
retains a certain measure of control over the trust corpus or income 
by retaining the right to designate charitable beneficiaries or by 
appointing himself a trustee will likewise not cause the income of 
the trust to be taxed to him.®® However, care must be exercised not 
to retain so much control over the trust that the grantor will be 
treated as the owner, with the consequence that the income of the 
trust will be taxed to him.’ 

B. Remainder interests. Another technique frequently used by 
taxpayers to obtain the benefit of a charitable contribution is a 
transfer of property to a trust with remainder to a specified charity, 
the donor retaining the right to the income for life. The donor is 
entitled to a charitable deduction measured by the present value of 


chases property for more than an adequate consideration from, or sells for less than an 
adequate consideration to, or in any other way diverts income or corpus to, the grantor, 
it will be deemed to have engaged in a prohibited transaction. 

98 I.R.C. § 681(¢c) (1954). This section provides, inter alia, that if income is required to 
be accumulated by a trust under the terms of the will of a decedent dying on or after Janu- 
ary 1, 1951, the accumulations will be deemed to be unreasonable only as to that portion 
accumulated after the expiration of 21 years from the date of death of the last life in 
being designated in the trust instrument. Cf. H. H. Bowman, 16 B.T.A. 1157 (1929). In 
that case the Tax Court did not consider the taxability of any income to the trust, pre- 
sumably because there was none. It also does not appear clearly from the facts whether the 
trustees were required, under the terms of the governing instrument, to apply the contri- 
butions to the payment of premiums due on the insurance on the life of the grantor. How- 
ever, under present law, even if this had been the case, any income earned by the trust so 
applied would be currently deductible under the provisions of section 642(¢) (1954) as 
being permanently set aside for the benefit of a charitable organization, if the corpus 
(the proceeds of the life insurance policy) were payable to the charitable beneficiaries 
within the period designated in section 681(¢) (1954). Emerson R. Miller, note 85 supra. 

99 Barber v. Edwards, 130 F.Supp. 83 (M.D. 1955); John Danz, note 85 supra. Section 
674(a) (1954) provides that the grantor shall be treated as the owner of that portion of a 
trust with respect to which he retains the right to designate beneficial enjoyment of corpus 
or income. However, section 674(b) (4) provides that a power to allocate corpus or income 
as between charitable beneficiaries will not cause the income of the trust to be taxed to the 
grantor. In Winthrop v. Meisels, 180 F.Supp. 29 (S.D.N.Y. 1959), aff’d, 281 F.2d 694 
(1960), the taxpayer created an irrevocable inter vivos trust, the income of which was to 
be paid to charities for a period of 20 years; the remainderman was not a charity. The tax- 
payer retained the right to designate which charities were to receive the current year’s dis- 
tributions. In 1954, the taxpayer relinquished the right to name the charitable recipients 
to receive the income for the year 1957. On his income tax for that year he claimed a chari- 
table deduction based on the discounted value of the anticipated dividends from the prop- 
erty held in trust. The Court held that since under section 674(b) (4) he had not retained 
a sufficient interest in the trust income for the same to be taxable to him, the retention of 
the right to designate which charitable beneficiary should receive the income had no value 
in the hands of the grantor, and as a consequence the relinquishment of this right could not 
afford the basis of a charitable deduction. 

100 T.R.C. §§ 671 through 678 (1954). 
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the remainder interest.” During the lifetime of the life income bene- 
ficiary, the trust will probably buy and sell property upon which it 
will realize capital gains or losses. If the gains or losses are required 
to be applied to the corpus of the trust, such gains will not be tax- 
able to the income beneficiary, and the losses will not be available 
to reduce his income.’” The gains will not, in fact, be taxed at all.1% 


101 Reg. Sec. 1.170-2(d) (2) (1958); I.T. 3707, 1945 Cum. Bun. 114. A variant on this 
is the transfer of property in trust, the income to be paid to another for his lifetime, with 
the remainder to charity. The Service has ruled in Rev. Rul. 57-562, 1957-2 Cum. Butt. 
159, Rev. Rul. 57-507, 1957-2 Cum. Buuu. 511, and in Rev. Rul. 60-385, 1960 Int. Rev. 
BuLu. No. 52, at 15, that the donor is entitled to a charitable deduction measured by the 
present value of the remainder interest after the death of the life tenant. In Rev. Rul. 57- 
507 supra, the Service ruled that: ‘‘ Since the owner of the remainder interest is in [sic] an 
‘educational organization’ as that term is used in section 170(b)(1)(A) of the Code, 
the additional ten per cent deduction provided in that section is applicable.’’ In view of 
Reg. Sec. 1.170-2(b) (1958) to the effect that a contribution, to qualify for the additional 
ten per cent deduction, must be ‘‘ ‘to,’ but not merely ‘for the use of’ ’’ the specified or- 
ganization, the ruling appears to be extremely liberal, if not of questionable validity. 

The Service has ruled in Rev. Rul. 60-385 supra that where, pursuant to the terms of 
the governing instrument, the trust corpus is invested in stock of a regulated investment 
company, and the trustee is either permitted or required to distribute to the life income 
beneficiary that portion of the dividends designated as being attributable to capital gains, 
‘*the charitable interest is not severable from the non-charitable interest since no known 
formula has been advanced for ascertaining the value of the charitable interest.’’ The 
ruling therefore disallows any deduction. The position taken seems to the authors at least 
partially untenable. To the extent that such a trust is construed to permit invasions of 
corpus, the ruling is, of course, correct, because any invasions may reduce or altogether 
eliminate the value of the charity ’s remainder interest. However, for trust accounting pur- 
poses, dividends from profits earned after the transfer of the stock to the trust are treated 
in most jurisdictions as income even where the distributing company is a regulated invest- 
ment company. Moreover, to the extent that the ruling suggests the charity must have a 
vested interest not only in the corpus transferred but also in any capital gains subsequently 
realized in order for the donor to be entitled to a deduction, we believe the ruling is wrong. 
For example, if a taxpayer were to transfer property which had a value of $100,000 to a 
trust, the income of which was payable to him for his lifetime, and were to provide that at 
his death cash or property of a value of $100,000 shall be paid to a designated charity out of 
trust property, with any excess to be paid to his estate, there is no doubt that he would be 
entitled to a present charitable deduction measured by the value of a remainder interest 
in $100,000 upon his death. Under these facts, the capital gains would not be for the account 
of the charitable remainderman. The possibility that capital gains may be distributed to a 
non-charitable beneficiary would appear to be relevant only in determining the taxability 
thereof to the trust. See note 102 infra. 

102 Rey. Rul. 57-507, 1957-2 Cum. Butu. 511; 8.M. 4644, V-1 Cum. BuLL. 277 (1926). 
A problem may be encountered where the life beneficiary is entitled to a stated amount of 
income, and if the income of the trust is insufficient to meet this amount, corpus may be 
invaded. In Merchants Bank v. Comm’r, 320 U.S. 256 (1943), the decedent left his resid- 
uary estate in trust, the income to be paid to his wife and the remainder to certain charities. 
He instructed the trustee to invade the corpus for the ‘‘comfort, support, maintenance 
and/or happiness of my wife,’’ and he inserted a precatory clause urging the trustee to be 
liberal in considering his wife’s needs. The Supreme Court held, notwithstanding the fact 
that actual distributions to the wife for a period of years had been considerably below the 
earned income of the trust, the possibility that corpus might yet be invaded was too substan- 
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Until recently, a strategem used with increasing frequency was 
the transfer of appreciated property to a charity as trustee, the 
income to be paid to the donor, or another, for his lifetime and then 
perhaps to a secondary life beneficiary, with the remainder to the 
charity. The donee charity, generally a college or university, 
would then, pursuant to agreement with the donor, sell the donated 
property and reinvest the proceeds in tax-exempt bonds, so that the 
donor would thereafter receive tax-free rather than taxable income, 
and the corpus of the trust would not be depleted by tax on the capi- 
tal gain realized on sale of the donated property, since such gain 
would redound to the benefit of the charity and would therefore be 


non-taxable.’” 

This technique is no longer available, at least without a lawsuit. 
The Revenue Service has revoked the private rulings which ap- 
proved it, and now holds that where there is an express or implied 
understanding that the charity will sell the original property and 
reinvest in tax-exempt bonds, the donor will be treated as having 
made the sale and will be taxable on the resulting capital gain.1°* We 


tial to consider capital gains as having been permanently set aside for the benefit of a 
charitable organization. See also Gertrude Hemler Tracy, 30 B.T.A. 1156 (1954). How- 
ever, where invasions of corpus, though authorized under the trust instrument or the pro- 
visions of the will, are unlikely to be made under the circumstances, the capital gains will 
be treated as for the account of the charitable remainderman and deductible, and hence 
not taxable. Ithaca Trust Co. v. United States, 279 U.S. 151 (1929) ; Comm’r v. F. G. Bon- 
fils Trust, 115 F.2d 788 (10th Cir. 1940) ; Lydia Hopkins, 13 T.C. 952 (1949) ; Boston Safe 
Deposit and Trust Co. v. United States, 129 F.Supp. 616 (D.Mass. 1955). 

103 The gains which are added to the corpus, and are therefore irrevocably destined to go 
to a charitable beneficiary, will be permanently set aside for the purpose specified in sec- 
tion 170(¢) (1954) and hence will be fully deductible under section 642(¢) (1954). 

104 The fact that the charity itself is the trustee rather than a commercial bank or other 
trustee does not appear to be particularly significant. 

105 The Service had ruled in the so-called ‘‘ Pomona College Ruling,’’ dated March 12, 
1958 (58-6 CCH { 6807), that where property is transferred to the charity as trustee, with 
income payable to the grantor for life and the remainder to the charity, capital gains real- 
ized by the trustee upon subsequent disposition of property comprising the corpus will be 
for the account of the charity—hence not taxable—even though the charity had agreed to 
sell the original property and reinvest in tax-exempt securities. 

106 Rev. Rul. 60-370, 1960 Int. Rev. Buu. No. 49, at 15. The ruling will apply prospec- 
tively only to transfers made after Dec. 2, 1960. The ruling further holds that if the terms 
of the instrument, pursuant to which the transfer is made, do not call for the immediate sale 
of the donated property by the trustee, the Revenue Service may look beyond the four 
corners of the instrument to see whether any representations in this regard have been made 
by the charity in soliciting the gift, and, if so, the transaction will be treated as if the 
donor had issued the instructions. The result reached in this ruling does not appear to be 
incorrect. If the donor obligates the trust to sell the property immediately upon receipt, he 
is merely using the charitable donee to effect a purpose for him which he could not directly 
accomplish himself. See note 76 supra. He is, in any event, entitled to the benefit of a chari- 
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doubt whether the new ruling would be extended to a situation where 
the charity is not obligated, expressly or impliedly, to sell the do- 
nated property and reinvest in tax-exempt bonds—which are ab- 
normal investments for charities. Where the charity is not obligated 
to sell but does so, whether or not it reinvests in securities the in- 
come from which will be taxable to the donor, he should not be tax- 
able on the realized appreciation.’ 

C. Annuities (transfers to charity in exchange for an annuity). A 
variant of the retained life interest is the purchase of an annuity 
from a charity in exchange for property worth more than the value 
of the annuity.*** The transaction would be viewed as a sale of ap- 
preciated property for less than its fair market value, and the donor 
would be entitled to a charitable deduction measured by the differ- 
ence between the fair market value of the property given and the 
annuity received.’ However, to the extent that the fair market 


table deduction measured by the fair market value of a remainder interest in the prop- 
erty at the date of the gift. 

107 The Revenue Service has taken the following position in Rev. Rul. 60-370, 1960 Inv. 
Rev. Buu. No. 49, at 15: ‘‘ Pursuant to the authority contained in section 7805(b) of the 
Code, the principles announced in this ruling will be applied only to transfers of property 
after December 2, 1960, involving an investment of the proceeds of sale of the transferred 
property in tax-exempt securities or an exchange of the transferred property for tax-exempt 
securities. Any change in existing Internal Revenue Service position with respect to trans- 
fers of property not involving such sale or exchange, and reinvestment in tax-exempt securi- 
ties, will be prospective only.’’ As a matter of policy, the charity should be entitled to exer- 
cise its judgment as to the portfolio, assuming securities are involved, most desirable for 
the trust. Once it does so, it should be of no concern to the Revenue Service if the income 
beneficiary pays tax on the income from one block of securities or another. Problems will be 
encountered in determining whether the charity has in fact made sales because of a com- 
mitment undertaken at the time of acquisition to purchase tax-exempt securities. 

108 This is to be distinguished from a transfer where the donor is simply entitled to all 
or a portion of the income from the transferred property. The latter is simply an informal 
trust whereby the charity receives a remainder interest. In Rev. Rul. 55-275, 1955-1 Cum. 
Buu. 295, a charitable organization issued so-called ‘‘income participation fund certifi- 
cates’’ to individuals who wished to contribute property to the charity but to reserve the 
right to receive the income from this property during their lifetime. The income participa- 
tion fund certificate entitled the participant to a designated percentage of the total income 
of the fund, but did not guarantee him any specific amount of income. The ruling held that 
the effect of the plan is to create an irrevocable trust of the corpus and that the donor is 
entitled to a charitable deduction based on the present value of the remainder in the prop- 
erty. A variant of the foregoing is a transfer to a charity with the right to receive income 
based on the percentage of return of the charity’s over-all portfolio as applied to the fair 
market value of the transfer at the date of the gift. This would not be deemed an annuity 
with an ascertainable fair market value because the transferor would not retain an un- 
qualified right to a specific amount of income. 

109 See note 72 supra. The authors believe this to be a correct statement of the law not- 
withstanding an apparently contrary result reached by the Tax Court in Estate of O. J. 
Wardwell, 35 T.C. No. 53 (1960). There, a hopeless invalid who was seeking admission to 
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value of the annuity exceeded the donor’s basis in the property 
transferred, he would presumably realize taxable gain.’”” 

D. Iife insurance trusts. It is also possible to set up a trust the 
corpus of which consists of insurance policies on the life of the donor 
or some other person. Provision may be made for the income and/or 
the corpus to be paid to a specified charity.‘ In addition to making 
a large sum of money available for charitable purposes at his death, 
the donor would receive a deduction for the contribution of the policy 
initially and for the amounts contributed in subsequent years to per- 
mit the trust to pay the premiums on the policies." 

E. Valuation of income and remainder interests. The value of an 
interest transferred in trust for a charity is determined by applica- 
tion of the valuation tables contained in or referred to by Treasury 
Regulations."* Where the charity is to receive the income from the 
property for the life of the donor or for any other period, the value 
of the present right to receive that income is determined by multiply- 
ing the present fair market value of the property by the factor set 


a charitable home for the aged made a ‘‘room endowment’’ of $7,500 under a program 
sponsored by the home. Approximately 90 per cent of the patients in the home had made 
room endowments; those who made the endowments were required to pay $95 per month 
for the facilities of the home, whereas those who had not were required to pay $125. Clearly, 
this can be viewed as the purchase for $7,500 of an annuity of $30 per month for the life 
of the donor. The petitioner evidently did not advance this point, and the Tax Court did 
not consider it in either the majority opinion or in the two dissents. Therefore, to the extent, 
if any, that $7,500 exceeds the fair market value of this annuity, the taxpayer should be 
entitled to a deduction. However, the result reached by the Tax Court can be justified on 
another ground discussed in the opinion. At the time the taxpayer made application for 
admission to the home, she was under 65 years of age, and it was the home’s policy to admit 
only those over that age, except in special situations. Furthermore, there was usually a 
lapse of time before applicants were admitted ; and the Court found that the taxpayer made 
the endowment, in part, in consideration of having her application acted on more expe- 
ditiously. 

110 There has been an informal ruling, subsequently revoked, to the effect that the gain 
realized by the donor under the circumstances is not reportable until the excluded portions 
of the annuity, i.e., that part of the annuity payments which need not be reported as in- 
come, exceed the cost basis of the transferred property. However, the tax treatment of this 
type of transaction is presently an open question, and there is no reason, analytically, why 
the gain should not be taxed to the donor in the year of the gift, under the theory of Mag- 
nolia Development Corporation, 19 TCM 934 (1960). 

111 The corpus can be made payable to the charity by naming it as the beneficiary of the 
policy or by naming the trust as beneficiary and making a provision in the governing instru- 
ment for distribution of corpus. 

112 In H. H. Bowman, supra note 85, the taxpayer created a trust, any distributions from 
which were to be for charitable purposes. In 1920 the grantor contributed to this trust three 
insurance policies on his own life, making the trust beneficiary and retaining no incidents 
of ownership in the policies. Contributions to the trust in the amount of the annual pre- 
miums due on the policies were held deductible. 

118 Reg. Sec. 1.170-2(d) (2) (1958). See also Reg. Sec. 20.2031-7(f) (1958). 
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forth in Column 3 of Table I or Table II. If the interest transferred 
to the charity is a remainder interest after the life of a single desig- 
nated life beneficiary or after a given period of years, the present 
value of this right is determined by applying to the present fair mar- 
ket value of the property the factor contained in Column 4 of which- 
ever table is applicable. Where more than one life is involved, resort 
must be had to other tables published by the Treasury and, in some 
cases, to an actuary.’ 

If a donor transfers to a trust property from which a fixed annuity 
is to be paid to a charity, the fair market value of the property right 
transferred for the use of the charity would be determined by multi- 
plying the amount of the donated annuity by the factor contained in 
Column 2 of the applicable table."® 


IV. Estate anp Girt Tax ConsEQuENCES 


Thus far we have considered only the income tax consequences of 
making a direct gift to charity or a gift in trust for the benefit of a 
charity. Such transfers, however, may also have gift or estate tax 
consequences. For gift tax purposes, there is an unlimited deduction 
for amounts given to charity ** but where the property is trans- 
ferred in part to or for charity and in part to or for a non-charitable 
donee, the latter’s interest is not deductible,™“* although it may qual- 
ify for the annual exclusion if it is not a future interest.’ 


114 Table I where the income interest is measured by a single life; Table II where the 
income interest is for a term of years. Rev. Rul. 194, 1953-2 Cum. BuLL. 128. It should 
again be noted that if the trust property will or may revert to the donor, he will obtain no 
deduction for an income interest unless the value of his reversionary interest is less than 
five per cent of the value of the property transferred. See Rev. Rul. 60-385, 1960 Int. Rev. 
Bu... No. 52, at 15. 

115 In cases where the Tables contained in or referred to by the Regulations do not sup- 
ply the required valuation, the Treasury will furnish such valuation on request. Reg. Sec. 
1.170-2(d) (2) (1958). 

116 Table I if the annuity were measured by a single life; Table II if it were for a term 
of years. Rev. Rul. 60-385, note 114 supra. 

117 Section 2522 (1954) provides that in computing the taxable gifts for the calendar 
year, there shall be allowed as a deduction gifts to or for the use of a charitable donee. In the 
case of a donor not a citizen or resident of the United States, only gifts to those charities 
whose charitable purposes will be accomplished in the United States are deductible. It fol- 
lows that in the case of an outright gift to a charity, the amount of the gift tax deduction 
will be co-extensive with the amount of the gift. Inasmuch as any property which has been 
the subject of an inter vivos transfer is no longer in the gross estate at the death of the de- 
cedent, it follows that there are no estate tax consequences flowing from an inter vivos 
transfer to a charity, with the exception that the resulting reduction of the donor’s gross 
estate will also reduce the potential marital deduction. See discussion p. 304 infra. 

118 Estate of G. N. Moffett v. Comm’r, 299 F.2d 738 (4th Cir. 1959). E.T. 15, 1940-1 
Cum. BULL. 234, held that where a taxpayer transfers property to an inter vivos trust, the 
income to be distributed to him currently and the remainder to be paid to charity, the 
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For estate tax purposes, there is an unlimited deduction available 
to decedents’ estates for charitable bequests.’”° This permits a dece- 
dent to reduce or even completely to eliminate the estate tax liability 
of his estate by leaving his property to charity. 

The estate planner should be aware of the interrelation between 
the charitable deduction and the marital deduction. A decedent is 
allowed to leave up to one-half of his ‘‘adjusted gross’’ estate to his 
spouse free of estate tax.’*? The ‘‘adjusted gross’’ estate is computed 
by subtracting from the gross estate all deductions except the char- 
itable deduction *** and the marital deduction itself.’** Therefore, 
the amount of the potential marital deduction is reduced by one-half 
of those amounts transferred during the decedent’s lifetime which 
are not includible in his gross estate. As a consequence, if a taxpayer 
desires to leave his spouse the most he can and at the same time ob- 
tain the highest possible marital deduction, his gifts to charity dur- 
ing his lifetime should, if possible, be in such a form that they do not 
reduce his gross estate. This may possibly mean that the income tax 


amount of the gift tax deduction is the present value of the remainder interest of the 
charity. See also Rev. Rul. 57-506, 1957-2 Cum. Buu. 65; Rev. Rul. 57-507, 1957-2 Cum. 
BuL.. 511; Rev. Rul. 55-275, 1955-1 Cum. Buu. 295. Where a donor transfers property to 
a trust, the income to be paid to a charity for a specified period and the remainder to a 
non-charitable donee, the gift tax must be paid on the interest passing to the non-charitable 
donee. See Reg. Sec. 25.2512-5(d) (1952). 

119 T.R.C. § 2503(b) (1954). 

120 T.R.C. § 2055 (1954). Pub. L. No. 1011, 84th Cong., 2d Sess. (1956), amended sec- 
tion 2055 by adding thereto subsection(b) (2). This subsection provides that where a 
decedent creates a testamentary trust, the income from which is to go to his surviving 
spouse for life and over the corpus of which she has a power of appointment exercisable 
under her will, among the possible appointees of which are charitable organizations, such 
bequests in trust, reduced by the value of the widow’s life estate, shall be deductible from 
the gross estate of the decedent. However, this provision is hedged about with several restric- 
tions, the existence of which can be determined only after the death of the surviving 
widow: the powers must in fact have been exercised in favor of the organizations; no 
part of the corpus must have been distributed to a beneficiary (presumably excluding 
charitable beneficiaries, although the section does not so state) during the lifetime of the 
surviving spouse; the surviving spouse must have been over 80 years of age at the time 
of the death of the decedent; such surviving spouse must have executed within one year 
of the death of the decedent an affidavit specifying the organizations in favor of which 
the powers are to be exercised and the amount or proportion that each such organization 
is to receive; and the powers as executed must conform with the affidavit. This section is 
necessarily of limited application and was presumably enacted to cover a special situation. 

121 T.R.C. § 2056 (1954). 

122 The permissible methods by which this may be done are set out in section 2056 
(1954), which is interpreted rather strictly. 

123 Tf the interest left to charity is less than the entire interest possessed by the de- 
cedent, the applicable tables are used to determine the value of the interest passing to the 
charity. See note 113 supra. 

124 T.R.C. § 2056(¢c) (2) (A) (1954). 
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benefits of the gift are lessened, and, if that is the case, the taxpayer 
will have to make his choice. However, with arrangements such as 
the following, the taxpayer can approach the miracle of having his 
cake, or at least part of it, and eating it too. 

(1) Where the donor, keeping a sufficient reversionary interest, 
sets up a short-term trust with income going to a specified church, 
school, or hospital, or a long-term trust with income going to any 
specified qualified charity, the income for the trust term is not taxed 
to the donor.’* Nevertheless, because of the retained reversionary 
interest, the trust corpus remains a part of his gross estate 1° and 
increases the potential marital deduction. 

(2) Where the donor transfers property in trust and retains the 
income for life, with the remainder to a specified charity—thus giv- 
ing him an income tax deduction for the value of the remainder—the 
corpus of the trust, though not subject to death tax,’ is included in 
his gross estate }*8 and hence increases the potential marital deduc- 
tion. 

(3) Where the donor is willing to give up all beneficial interest in 
the property or the income therefrom he can, by an appropriate 
transfer in trust, avoid taxation on the income, obtain an income tax 
deduction for the value of the interest transferred to charity, and 
keep his gross estate intact for the purpose of maximizing the mar- 
ital deduction. This can be accomplished in one of two ways: 

(a) The grantor may create a trust, the income of which is to be 
paid during his lifetime to a specified charity, or in specified propor- 
tions to several specified charities, and as to the corpus of which he 
reserves the right to designate the ultimate remaindermen provided 
they do not include his estate, his creditors, or the creditors of his 
estate.’”® 


125 See discussion pp. 295-296 supra. 

126 T.R.C. § 2037 (1954). Inter vivos transfers to this type of trust will not afford the 
donor a charitable deduction because of the limitation of section 170(b)(1)(D) (1954). 
See note 91 supra. 

127 See note 120 supra. 

128 Section 2036(a) (1) (1954) provides in part that the value of the gross estate shall 
include all property which the decedent has at any time transferred by trust or otherwise, 
but with respect to which he has retained for his life the right to income. 

129 Such a reserved power would not constitute a reversion within the meaning of sec- 
tion 170(b)(1)(D) (1954). The gifts to this trust would be ‘‘for the use of’’ the speci- 
fied charitable beneficiary or beneficiaries, and the donor would be entitled to a charitable 
deduction measured by the present fair market value of the right to receive the income from 
the property for his lifetime. However, where the donor reserves the power to appoint by 
his will the corpus to non-charitable beneficiaries, the Revenue Service would unquestion- 
ably take the position that any capital gains realized by the trust and added to corpus 
would not be permanently set aside for the benefit of a charity, within the meaning of sec- 
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(b) The grantor may create a trust, retaining the right during his 
lifetime to designate the charitable beneficiaries entitled to receive 
distributions of income,’ and the corpus at his death to go to char- 
ities.1*4 


tion 642(¢c) (1954). See note 102 supra. As a consequence, these gains would be currently 
taxable to the trust at capital gains rates. This result could be forestalled by including 
in the trust instrument a provision that capital gains will constitute a part of the current 
income distributable to the charity or charities or that they will be set aside in a separate 
fund which will irrevocably be payable to the charity or charities. In either event, capital 
gains realized would not be includible in the taxpayer’s gross estate. If, on the other 
hand, no provision is made with respect to capital gains and the trust is required to pay 
tax thereon, the capital gains will become a part of the corpus, will be included in the tax- 
payer’s gross estate, thereby increasing his potential marital deduction, and will consti- 
tute a deduction from the gross estate in the event the taxpayer appoints the corpus to a 
charity. There is no way in which the dual benefits of non-taxability of capital gains to the 
trust and inclusion of the capital gains in the gross estate can be effected unless the trust 
itself is a charity. 

The corpus of this trust would be includible in the donor’s estate under the provisions 
of section 2038 (1954) which provide that in the case of a transfer after June 22, 1936, 
the gross estate shall include any interest in property of which the decedent has made a 
transfer by trust or otherwise, where the enjoyment of this property was subject, at the 
date of the death of the decedent, to any change through the exercise of a power by the 
decedent to alter, amend, revoke, or terminate. This has been interpreted to mean that 
where the decedent reserves the power to name the remainderman, or where he reserves 
the right to allocate the amounts to be distributed to the designated remaindermen, the 
corpus of the property will be includible in his gross estate. Bank of New York and Trust 
Co., Administrator, 20 B.T.A. 677 (1930); Union Trust Co. of Pittsburgh v. Driscoll, 
138 F.2d 152 (3d Cir. 1943); Chickering v. Comm’r, 118 F.2d 254 (1st Cir. 1941). The 
Tax Court held in Fanny M. Dravo, 40 B.T.A. 309 (1939), that the corpus of a trust was 
ineludible in the decedent’s gross estate where he retained the right to designate by will 
the proportions of the corpus of a trust which were to pass to each of several named char- 
ities. It is conceivable that under the reasoning of the court in Winthrop v. Meisels, 180 
F.Supp. 29 (S.D.N.Y. 1959), aff’d, 281 F.2d 694 (1960), a court would now hold that 
the taxpayer had parted with his entire interest in the property at the time of the trans- 
fer to a trust where he retained only the right to allocate the income and the corpus as 
between designated charities. However, in view of the specific provisions of section 2038 
(1954), this appears unlikely. Section 2038 and section 2036(a) (2) (1954) overlap to a cer- 
tain extent. However, Reg. Sec. 20.2036—1(b) (3) (1958) provides that the right referred to 
in section 2036 (a) (2) ‘‘does not include a power over the transferred property itself which 
does not affect the enjoyment of the income received or earned during the decedent’s life. 
(See, however, Section 2038 for the inclusion of property in the gross estate on account of 
such a power.).’’ It would seem that in a situation where the donor parts completely with 
control over the income of the trust for his lifetime and retains the right only to designate 
the corpus beneficiaries after his death, the quoted regulatory language would require the 
inclusion of the corpus in his gross estate by the application of section 2038 only. 

130 The corpus of this trust would be includible in the taxpayer’s gross estate under the 
provisions of section 2036(a) (2) (1954), which require the inclusion in the gross estate 
of the corpus of any trust as to which the donor has retained for his lifetime the right to 
designate the persons who shall possess or enjoy the property or the income therefrom. 

181 In order for contributions to a trust, whose income or corpus distributions the grantor 
retains the right to control, to be deductible for income tax purposes, it is necessary for 
the trust to qualify under section 170(c¢) (1954). The technical reason for this is that a 
transfer must be ‘‘to or for the use of’’ a qualifying organization. Section 170(¢) pro- 
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The first type of trust is suitable where the donor can decide at the 
time the trust is created which specific charitable beneficiaries he 
wishes to make the recipients of his bounty during his lifetime. The 
trust then need not itself qualify as a charity, and the donor may also 
postpone until his death the disposition of the corpus.'** The value 
of the life interest would be deductible for income tax purposes in the 
year of gift. The second type of trust is appropriate when the donor 
cannot decide which charitable beneficiary shall enjoy his bounty. 
The trust he sets up will then qualify under section 170(c), i.e., a 
trust both the income and corpus of which are committed to charita- 
ble purposes, and the donor may postpone the choice of beneficiary to 
the year of actual distribution. Contributions to this trust would be 
fully deductible.*** 


vides that a charitable contribution ‘‘means a contribution or gift to or for the use of 
- +. corporation, trust, or community chest, fund or foundation.’’ If the transferee does 
not qualify and the organization for whose use the property has been transferred cannot 
be identified from the governing instrument, there has not been a transfer ‘‘to or for the 
use of’’ a charity within the meaning of the statute. Where neither the income nor ulti- 
mate corpus beneficiaries are named in the governing instrument, but both income and 
corpus are irrevocably committed to charitable uses, the trust will itself qualify under 
section 170(c), even though the donor retains a certain measure of control over it, whether 
in his capacity as grantor or as trustee. 

In H. H. Bowman, 16 B.T.A. 1157 (1929), non-acg., [IX-1 Cum. BULL. 62 (1930), the 
Revenue Service sought to disallow the deduction on the ground that the charitable bene- 
ficiaries were not designated in the governing instrument. The Board of Tax Appeals said: 
‘* However, we find nothing in the Revenue Act of 1921 requiring the naming of any par- 
ticular recipient, but on the contrary the language employed by Congress in this Act in 
our opinion permits the deduction of contributions made for the use of any one or all of a 
class consisting for example of the churches, the hospitals, or the children’s homes situated 
in any part of the United States.’’ The Tax Court reached a similar result in John Danz, 
18 T.C. 454 (1952). The Commissioner non-acquiesced in the Bowman case, supra, and so 
far this non-acquiescence has not been withdrawn. On the other hand, the Commissioner 
has acquiesced in the Danz case (1952-2 Cum. BULL. 1). 

It is difficult to determine, therefore, what the position of the Service is on this sub- 
ject at present. The authors believe that technically the correct interpretation is that set 
forth above, to the effect that the charitable donee must be identified if the trust itself does 
not qualify; otherwise the donor has obtained a charitable deduction even though the 
property, or part of it, may wind up in non-charity hands. However, in view of the fact that 
a right to income for a stated period of time has been parted with irrevocably for the 
benefit of charity and that this right has an ascertainable fair market value (Rev. Rul. 194, 
note 114 supra) and also that the property will not revert to the donor or his estate, the 
allowance of this type of deduction, though technically incorrect, is not out of keeping 
with the general intendment of the charitable contribution provisions. 

132 By making members of his family possible appointees under the trust instrument, 
he can guard, to a certain extent, against economic reversals reducing the amount which 
he could otherwise leave to his family. 

133 It should be noted that the grantor could retain the right not only to control dis- 
tributions of income but also to appoint corpus to any organization qualifying under sec- 
tion 170(¢) (1954). In this event, the corpus of the trust would be includible in his gross 
estate under both sections 2036 and 2038 (1954). 
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V. Some Examptes 


For purposes of clarification, we present some examples illustrat- 
ing the concrete application of some of the procedures discussed 
above. In each of the examples, the tax effect of the type of contribu- 
tion discussed will be considered in the case of a married taxpayer 
whose adjusted gross income is $56,000 and who is in the 62 per cent 
bracket, except where otherwise indicated.’ 

(1) The taxpayer has purchased for $1,000 corporate stock which 
is now worth $2,000. If, rather than selling it, he donates it to charity, 
he will be entitled to a deduction in the amount of $2,000. This will 
effect a reduction of his tax liability in the amount of $1,240. How- 
ever, in addition, he will not be required to pay tax on the $1,000 
appreciation of the stock. This would amount to $250.1*° Hence, the 
net cost of the $2,000 gift is $510 ($2,000-$1,240-$250). 

(2) If, for reasons of his own, a taxpayer has decided to dispose of 
appreciated property (he might be about to accept a cabinet appoint- 
ment, or he might simply have formed a judgment that it was no 
longer wise for him to retain a certain block of stock in his invest- 
ment portfolio), the technique of selling his stock to a charity at his 
cost is a particularly useful procedure. Assuming once again that he 
owns stock which he purchased for $1,000 and which is presently 
worth $2,000, he will, if he sells for full value, pay a maximum tax of 
$250 on the gain, retaining $1,750 from the proceeds of the sale. If he 
sells the stock to charity for $1,000, he will realize $1,000 immediately 
plus whatever tax saving results from the donation of the additional 
$1,000 to charity. Thus, if the taxpayer is in the 62 per cent bracket, 
he will save $620 in taxes, and it will have cost him a net amount of 
only $130 ($1,750-$1,620) to enrich the charity by $1,000. 

If the taxpayer is in a bracket higher than 75 per cent, he can en- 
rich both himself and the charity by selling his appreciated stock to 
the charity at his cost. Assume that a taxpayer is in the 81 per cent 
bracket, and he has purchased stock for $1,000 that is presently 
worth $2,000. If he sells the stock to a charity for $1,000 and deducts 


134 Unless otherwise indicated, it will be assumed that the claimed deduction falls within 
the percentage limitations. 

135 This assumes that the stock has been held for more than six months. Had it been held 
for a shorter period, the tax on the appreciation could be 62 per cent, in which case the 
net cost would be only $140 ($2,000-$1,240-$620). Furthermore, if the donor’s basis were 
zero and the 62 per cent bracket were applicable to the entire gift, the donor would be ahead 
of the game. 


| 
| 
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as a charitable donation the appreciation of $1,000, a reduction of 
tax liability of $810 will be effected. Therefore, he will have realized 
a net on the bargain sale to charity of $1,810. If, on the other hand, 
he sells the stock to a non-charitable purchaser and pays the long- 
term capital gains tax, he will realize a net of $1,750. The bargain 
sale to charity, therefore, is more advantageous to him by $60. 

(3) The taxpayer owns section 306 stock ** in a closely-owned 
company which is likely ultimately to be redeemed. This stock has a 
fair market value of $2,000. If he retains the stock and permits it to 
be redeemed in his hands, the redemption will probably be treated as 
a dividend; *** if it is, the taxpayer will realize $760 net after tax 
($2,000-$1,240) .1°* If, on the other hand, he gives his stock to charity, 
he will reduce his tax liability by $1,240. Thus, he will be better off 
giving it to charity than by retaining it until it is redeemed by the 
amount of $480 ($1,240-$760).**® The same results can be obtained by 
giving away other types of property where the proceeds from the 
sale or other realization of which would otherwise be taxable as ordi- 
nary income. 

(4) Assume that the taxpayer owns a life insurance endowment 
policy on which he has paid total premiums of $6,000 and which is 
presently worth $8,000."%° The retention of the policy to maturity 
would result in ordinary income rather than long-term capital gain 
being realized on the accretion." If the policy is donated to charity, 
the taxpayer saves approximately $4,960 ($8.000 x 62 per cent) in in- 
come tax and avoids approximately $1,240 of income tax ($2,000 x 62 
per cent) on the $2,000 increment. The cost to him of giving away the 
policy is thus about $1,800 ($8,000-—$6,200) .**? 


136 See note 35 supra. However, it should be borne in mind that the benefits of donating 
section 306 stock to charity may be withdrawn. 

137 T.R.C. § 306(a) (2) (1954). It will not be treated as a dividend if it is within the 
exceptions listed in section 306(b). 

138 The fact that the redemption of the stock in his hands might put him into a higher 
tax bracket is not reflected in this computation. 

139 The break-even point is 50 per cent. If a taxpayer is in a lower bracket, it costs him 
money to give away unrealized ordinary income accretions, whereas if he is in a higher 
bracket, he actually makes money by donating these accretions to charity. 

140 Ordinarily, the value of a life insurance policy is the terminal reserve value (ap- 
proximately the cash surrender value) plus a prorated portion of the prepaid premium. 
Reg. Sees. 20.2031-8(b) and 25.2512-6 (1958). 

141 A sale of the policy just prior to maturity would also result in the realization of 
ordinary income. See note 44 supra. 

142 If the taxpayer did not wish to give the entire policy to the charity but merely the 
increment, he could borrow on the policy to the extent of the premiums that he had paid 
and then transfer the policy to the charity. If the taxpayer had retained the policy to ma- 
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(5) If a corporation wishes to give away inventory, it may do so 
and obtain a tax benefit equal to 52 per cent *** of the fair market 
value of the inventory.'** Sometimes the contribution of appreciated 
inventory will result in an actual over-all saving.** After a corpora- 
tion has contributed inventory to charity, it should not repurchase 
the inventory from the charity or agree to resell the inventory as the 
charity’s agent. In either event, the Revenue Service would probably 
tax the appreciation to the donor, and the courts would probably sus- 
tain it.1*¢ 

(6) Assume that the taxpayer owns an interest in an oil and gas 
well with respect to which he has incurred intangible drilling ex- 
penses of $2,000 in prior years. Such intangible drilling expenses 
will have reduced the tax liability of the 62 per cent-bracket taxpayer 
by $1,240. If the fair market value of this interest is now worth 
$2,000, a donation of the interest to charity currently will reduce tax- 
payer’s tax liability by another $1,240. Thus, for a cash expenditure 
of $2,000, the taxpayer will have obtained tax savings of $2,480."*7 
The same result would obtain if taxpayer gave to charity depreciable 


turity, he would have retained only $760 of this appreciation. By donating the apprecia- 
tion to charity he receives a $2,000 deduction, which reduces his tax by $1,240, making 
him better off to the extent of $480 than if he had kept the policy. However, the Service 
might take the position that he had realized pro tanto on the increment by borrowing 
against the policy. See note 77 supra. This is to be distinguished from the situation where 
the borrowing occurs before the interest is earned. See Sadie S. Friedman, 34 T.C. 456 
(1960). 

143 It is assumed that the corporation is in the 52 per cent bracket rather than the 30 
per cent applicable to the first $25,000 of taxable corporate income. 

144 See notes 52 and 53 supra. 

145 For example, if a corporation which is a dealer in antiques owns an item with an 
inventory cost of $1,000 having a present value of $30,000, a sale of the item at that figure 
would yield it $14,920 ($1,000 recovery of basis plus 48 per cent of $29,000 gain), whereas 
a gift of the item to a charity would save it $15,600 in income tax ($30,000 x 52 per cent). 
Analytically, there is no reason why a corporation should not be able to sell its inventory 
to a charity at inventory cost and obtain a deduction for the accretion. See note 72 supra. 
Since the corporation is in the 52 per cent bracket, this would result in an actual over-all 
saving. See note 138 supra. However, this device provides such a broad avenue for abuse, 
that the Revenue Service would be certain to challenge it, and the courts would probably 
sustain any disallowance. The authors feel that such disallowance would be justified as 
being in keeping with the intention of the statute. See note 77 supra. 

146 If the corporation repurchased the inventory from the charity at its fair market 
value, the Revenue Service would, in all probability, allow it, as cost of goods sold, only 
the original cost, resulting in an imposition of tax on the gain when the corporation 
eventually resold the inventory. If the corporation agreed to act as agent for the charity 
in reselling the inventory, the Revenue Service would probably take the position that the 
donor had in fact sold the inventory and contributed the proceeds to the charity. 

147 It is assumed that expenditures required to be capitalized have been absorbed by de- 
pletion allowances, 
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business property which had cost $2,000, was now for tax purposes 
fully depreciated, and was now worth $2,000. 

(7) The taxpayer wishes to transfer property presently worth 
$10,000 to a trust, the income to be paid to him for his lifetime and 
the remainder to certain charities. Assuming that the taxpayer is 46 
years old, Column 4 of Table I in the Regulations *** values a remain- 
der interest in property at 43.441 per cent of the present fair market 
value of the property. The taxpayer will therefore obtain a current 
deduction for income tax purposes of $4,344.10. If he is in the 62 per 
cent bracket, the tax saving will be $2,693.34. Upon the death of the 
taxpayer, the corpus of this trust will be fully includible in his gross 
estate at the then value thereof.**® Assuming the corpus has not in- 
creased in value, the increase in the marital deduction available to 
the estate by virtue of the inclusion of the corpus in the gross estate 
will be $5,000 (50 per cent of $10,000). This is the additional amount 
that may go tax-free to the donor’s wife. 

(8) Assume that the taxpayer, 41 years old to his nearest birth- 
day, wants to establish a $10,000 trust, with the income to be paid 
during his life to a specified charity, and the corpus subject to his 
power of appointment.?® He will thus obtain a charitable deduction 
of $6,189.90, the figure given by the pertinent table *™ as the value of 
the right to receive the income from $10,000 for the life of a person 
aged 41. Assume further that the taxpayer is confident that the 
trust fund will yield five per cent annually. 

If the trust instrument, rather than requiring the trustee to pay to 
charity the income for the lifetime of the donor, requires the trustee 
to pay a $500 annuity to the charitable beneficiary during the donor’s 
life, the value of the gift would be $8,842.65."** The potential estate 


148 See note 113 supra. 

149 T.R.C. 2036 (1954). Rev. Rul. 55-275, 1955-1 Cum. Buu. 295. 

150 The type of trust contemplated in this example is described in note 129 supra, con- 
tributions to which would be deductible but the corpus of which would be inecludible in the 
taxpayer’s gross estate upon his death. 

151 Column 3 of Table I. See Reg. Sec. 20.2031-7(f) (1958). 

152 The Table makes no distinction between male and female lives, despite the fact that 
tables used by insurance companies uniformly assume that women, on the average, live 
longer than men. The Table (like the other tables prepared by the Treasury) is based on 
an assumed return of 3-1/2 per cent per annum. 

153 Column 2 of the appropriate table shows that the factor to be applied to a life an- 
nuity for the life of a person 41 years of age is 17.6853. Multiplying this by the amount 
of the annuity gives the amount of the gift. The donor would not be obtaining a tax bene- 
fit to which he was not entitled if he were to use this device. If the income of the trust 
were insufficient to pay the annuity currently, the trustee would be entitled to apply the 
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tax saving resulting from the increase in taxpayer’s gross estate 
and concomitant increase in the marital deduction by virtue of the 
inclusion of the corpus in the taxpayer’s gross estate would be the 
same in this example as in example (7) above, if the income were suf- 
ficient to cover the annuity and the corpus did not change in value. 


ConcLUSsION 


There is no doubt that private charitable organizations would not 
be able to function as they do now were the tax benefits of contribu- 
tions materially altered, that is, made less liberal. For example, if 
the contributions now received by private educational institutions 
were substantially lowered, as they probably would be if the present 
bounty of the tax laws were withdrawn, such institutions would be 
unable to accept as many students and would have to increase tuition 
for those they could accept, resulting in public educational institu- 
tions having to carry a larger share of the educational burden. This, 
in turn, would require increased tax revenue from some source, 
whether federal, state, or local. These factors were, of course, taken 
into account when Congress concluded that the subsidy is worth the 
cost.’ 

There remains, however, the question whether the law goes fur- 
ther than it should when it permits taxpayers to make a profit out of 
charitable giving. So long as the amount of tax saved by a donor does 
not exceed the amount he has donated, the general public is not the 
loser ; the loss of revenue is balanced, or more than balanced, by the 
value devoted to a charitable purpose. Thus, the rule that a donor 
may have a deduction for the value of appreciated property without 
having to include the appreciation in taxable income may be ration- 
alized. But justification for the rule loses its validity when the donor 
saves more in tax than the value that accrues to charity. It would 


corpus toward the annual payments so that the corpus might, in fact, be impaired. Doubt- 
less, there is a limit beyond which this means of increasing the current charitable deduc- 
tion cannot be stretched. For instance, if a taxpayer transferred to a trust property worth 
$10,000 with instructions to the trustee to pay to the charity an annuity of $500 a year, 
and at the date of the gift the taxpayer were 32 years old, the present fair market value 
of that annuity would be $10,034.95 ($500 x 20.0699). We believe that the charitable de- 
duction could not be increased beyond the actual fair market value of the property trans- 
ferred. It is also conceivable that the Treasury might challenge its own tables and assert 
that it is unrealistic to use a 3-1/2 per cent table where the actual yield is higher; but this is 
a double-edged argument, and the Treasury could use it only at its peril. 
154 §, Rep. No. 1622, 83d Cong., 2d Sess. 29 (1954). 
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seem appropriate therefore to amend the law to eliminate what 
seems to us an unintended bonus. 

The authors have endeavored herein to show how high-bracket 
taxpayers may, through judicious use of favorable tax law provi- 
sions, achieve the satisfaction of benefiting qualified charities at 
small or no cost to themselves. The concrete illustrations given, 
whether by way of example or citation to rulings and cases, do not 
pretend to constitute an exhaustive list of the available methods, but 
they do serve, we hope, to show that careful and imaginative plan- 
ning can produce benefits to charity of a value far beyond their cost 
to the donors. 





' 
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Tax Considerations in Patent Assignments 
and Licenses between Related 
Corporations 
H. STEWART DUNN, JR. 


| a to the last two or three decades most patentable inventions 
were developed by the individual inventor while working on his own 
behalf. The history of the nineteenth century and early twentieth 
century is studded with the names of individual inventors whose 
genius materially extended the boundaries of technological knowl- 
edge. However, within the United States in recent decades, the ma- 
jority of the major patentable inventions has been developed in the 
laboratories and research facilities of corporations. Under shop 
agreements, employment contracts, assignments, or other arrange- 
ments these patentable inventions have become the property of the 
corporati~ns in which they were developed. 

Asar. .ult of this historical shift, which is progressing at an ever- 
accelerating rate, the tax consequences of corporate development of 
patents have become increasingly important. Although most major 
patents are invented in the laboratories and research facilities of 
corporations or are purchased and developed by corporations, rela- 
tively little attention has been paid to the tax consequences of patent 
ownership by a corporation or the tax consequences of a patent 
transfer by a corporation. However, with respect to the tax conse- 
quences of individual patent holders, there is an express statutory 
provision, section 1235 of the 1954 Code, numerous court decisions 
and administrative rulings, and a legion of published articles. The 
purpose of this article is to consider some of the tax consequences of 
corporate development and ownership of patents and, in particular, 
to consider the tax consequences of transfers by assignment or li- 
cense of patents from a corporation to a related corporation. 

While a patent may be directly exploited by a corporation, sold 
outright for a fixed consideration, or transferred to a related corpo- 
ration or partnership in exchange for stock or an interest in the part- 


H. Srewart Dunn, Jr. (A.B., Yale University, 1951; LL.B., Harvard Law School, 
1954) is a member of the District of Columbia Bar and an associate in Ivins, Phillips & 
Barker, Washington, D. C. 
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nership, it is also possible and common practice for a corporation to 
assign or license a patent in consideration of royalty payments. 
From the point of view of federal income taxes, this latter arrange- 
ment may be peculiarly advantageous. This is particularly true if a 
patent is assigned or transferred to a related corporation and the 
transferor is entitled to capital gain treatment on royalties while 
the related corporate transferee is entitled to amortize the cost of 
the patent. However, before exploring this situation, it is necessary 
to consider the circumstances under which a person is entitled to cap- 
ital gain treatment on royalties received under a patent assignment 
or license to an unrelated person. 


ASSIGNMENTS TO UNRELATED PERSONS 


In order for patent royalties to receive the preferential capital 
gain treatment, the recipient must establish that such amounts con- 
stitute gain recognized on the sale or exchange of a capital asset or a 
section 1231 asset which has been held by the patent transferor for 
more than six months.’ In the normal patent assignment or license 
there are innumerable obstacles between the assignor or licensor 
and his goal of establishing that he has effected a sale of a capital 
asset held for more than six months. Nevertheless, with the assist- 
ance of Congress and the courts, individual patent owners have 
found that it is not too difficult to overcome all obstacles. A brief re- 
view of the requirements in the case of a patent assignment or license 
between an individual and an unrelated person is necessary, since 
these requirements must also be met on transfers between related 
corporations. 

One of the original contentions of the Commissioner in his efforts 
to deny capital gain treatment on royalties was that an assignment 
or license in consideration of royalty payments did not constitute a 
‘*sale’’ and that royalties were ordinary income comparable to rents 
or interest.” In view of the refusal of Congress * and the almost unan- 


1 This assumes that the transfer does not qualify under section 1235 of the 1954 Code. A 
corporation may not qualify for the benefits of section 1235. I.R.C. § 1235(b) (1954). 

2 Mim. 6490, 1950-1 Cum. BuLL. 9. In Edward C. Myers, 6 T.C. 258 (1946), the Tax Court 
held that royalties received under a license to make, use, and sell a patent were taxable at 
capital gain rates. The Commissioner originally acquiesced in this decision. 1946-1 Cum. 
Butt. 3. In Mimeograph 6490, the Commissioner revoked his earlier acquiescence and sub- 
stituted a non-acquiescence. It is interesting to note that the Commissioner’s non-acqui- 
escence was based on a ground which the Tax Court did not discuss in its opinion. 

8I.R.C. § 1235 (1954); Pub. L. No. 629, 84th Cong., 2d Sess. ch. 464, 70 Stat. 404 
(1956), adding section 117(q) to the 1939 Code. 
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imous refusal of the courts to support the Commissioner’s position,‘ 
the Internal Revenue Service finally capitulated and announced that 
it would no longer consider the receipt of royalties as inconsistent 
with the sale of a capital asset or a section 1231 asset.® 

The major issue, however, in determining whether royalties are 
taxable to the recipient as ordinary income or capital gain is whether 
the transferor has transferred all substantial rights in the patent. 
While this article is primarily concerned with patent transfers not 
covered by section 1235, which deals with individual, rather than cor- 
porate transferors, the same is present in transfers under that sec- 
tion. In order to qualify for capital gain treatment, the transferor 
must transfer a sufficient quantity and quality of his rights in the 
patent to effect a sale or exchange of a capital asset. Conceptually, 
this issue may be treated as a question of whether the transfer con- 
stitutes a sale or a mere license, or a question of whether there has 
been a transfer of a property right. Under either concept, the issue is 
the same: has the transferor transferred all substantial rights in the 
patent. 

When a transfer agreement is by an assignment of all the assign- 
or’s right, title, and interest in the patent and the patent is registered 
in the name of the assignee, the grant, assuming it is not otherwise 
qualified, constitutes a transfer of all substantial rights in the patent. 
Frequently, however, the transferor retains title to the patent and 
grants only a license. In such eases it is much more difficult to deter- 
mine when there is a transfer of all substantial rights in the patent. 
Based on the Supreme Court’s opinion in Waterman v. Mackenzie, 
the courts have uniformly held that there is a transfer of all substan- 
tial rights in a patent when the licensor grants to the licensee an ex- 


4 See, e.g., United States v. Carruthers, 219 F.2d 21 (9th Cir. 1955) ; Watson v. United 
States, 222 F.2d 689 (10th Cir. 1955); Massey v. United States, 226 F.2d 724 (7th Cir. 
i955) ; Kronner v. United States, 110 F.Supp. 730 (Ct. Cl. 1953) ; Allen v. Werner, 190 F.2d 
840 (5th Cir. 1951) ; Edward C. Myers, 6 T.C. 258 (1946) ; Kimble Glass Co., 9 T.C. 183 
(1947). Contra, Bloch v. United States, 200 F.2d 63 (2d Cir. 1952), cert denied, 345 U.S. 
935 (1953). 

5 Rev. Rul. 58-353, 1958-2 Cum. But. 408. 

6 138 U.S. 252 (1891). Waterman v. Mackenzie is not a tax case. The question before the 
Court was whether a licensee could maintain an infringement suit in his own name. The 
Supreme Court stated, ‘‘ The patentee or his assigns may, by instrument in writing assign, 
grant, and convey, either (1st) the whole patent, comprising the exclusive right to make, use 
and vend the invention throughout the United States; or (2d) an undivided part or share of 
the exclusive right; or (3d) the exclusive right under the patent within and throughout a 
specified part of the United States. A transfer of either of these three kinds of interest is 
an assignment properly speaking, and vests in the assignee a title in so much of the patent 
with a right to sue infringers. ...’’ 
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clusive license to make, use, and sell the patent for the full life of the 
patent.” 

For a license to constitute a sale of property for federal income 
tax purposes, the licensor must not only establish that he has not re- 
tained any substantial right to make, use, or sell the patent, but he 
must also establish that the license is exclusive and for the full life of 
the patent. 


Is tHe TRANSFER EXxcuustvE? 


A license may be exclusive even though it is limited to a portion of 
the country which issued the patent.’ A more controversial question 
is whether a license which is limited to less than all of the possible 
uses or applications of the invention is an exclusive license. In United 
States v. Carruthers,® the license was limited to the use of the pat- 
ented machine in the tuna industry. The Court of Appeals for the 
Ninth Circuit held that this restriction of the license did not prevent 
the transaction from constituting a sale of a property interest in the 
patent. While the Court relied in part on evidence that there was no 
use for the patent outside of the tuna industry, it also concluded that 
there was no basis for distinguishing a license limited to a geograph- 
ical area from one limited to an industrial area.’® 


7 See note 4 supra. Some courts have also denied capital gain treatment where the 
assignee or licensee was restricted from reassigning or subleasing the patent without the 
consent of the assignor or licensor. Switzer v. Comm’r, 226 F.2d 329 (6th Cir. 1955) ; Brod- 
erick v. Neale, 201 F.2d 621 (10th Cir. 1953) ; Lynne Gregg, 18 T.C. 291 (1952), aff’d, 203 
F.2d 954 (3d Cir. 1933). However, there were other important restrictions in these cases 
and the majority opinion is to the contrary. Wing v. Comm’r, 278 F.2d 656 (6th Cir. 1960) ; 
Allen v. Werner, note 4 supra; Carroll Pressure Roller Corp., 28 T.C. 1288 (1957), acgq., 
1958-2 Cum. BuLL. 4; Arras v. United States, 164 F.Supp. 150 (D.Conn. 1958) ; First Na- 
tional Bank of Princeton v. United States, 136 F.Supp. 818 (D.N.J. 1955) ; General Spring 
Corp., 12 TCM 847 (1953). 

8 This principle was enunciated by the Supreme Court in Waterman v. Mackenzie, supra 
note 6. In Vincent A. Marco, 25 T.C. 544 (1955), acq., 1958-2 Cum. BULL. 5, the Tax Court 
held that a licensor was entitled to capital gain treatment on the royalties received under 
two separate licenses. One license applied in the states east of the Mississippi River, and the 
other applied in the states west of the Mississippi River. The Commissioner has acquiesced 
in this decision alt* ough the Regulations under section 1235 state a ‘‘license limited geo- 
graphically’’ is not an undivided interest in a patent. Reg. Sec. 1.1235-2(¢) (1957). Other 
authority in support of Vincent A. Marco, supra, includes Dairy Queen of Oklahoma v. 
Comm’r, 250 F.2d 503 (10th Cir. 1957) ; and see Rose Marie Reid, 26 T.C. 622 (1956), acq., 
1956-2 Cum. BuLL. 8; Claude Neon Lights, Inc., 35 B.T.A. 424 (1937), acq. on this issue, 
1937-2 Cum. BULL. 5. 

9 219 F.2d 21 (9th Cir. 1955). 

10 See also Merck & Co. v. Smith, 261 F'.2d 162 (3d Cir. 1958) ; Watson v. United States, 
222 F.2d 689 (10th Cir. 1955) ; Crook v. United States, 135 F.Supp. 242 (W.D.Pa. 1951) ; 
Arthur C. Ruge, 26 T.C. 138 (1956), acqg., 1958-2 Cum. Buu. 7; Lamar v. Granger, 99 F. 
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Two cases which have squarely presented this issue have reached 
opposite conclusions. In American Chemical Paint Company v. 
Smith, “ the licensor retained the rights to manufacture, sell, and 
use for certain specified purposes the patented inventions which 
were covered by the license. The Court concluded that this reserva- 
tion, in conjunction with other reservations, was inconsistent with a 
sale of a property interest in the patents. However, in First National 
Bank of Princeton v. United States,” the Court upheld capital gain 
treatment on a license of a patented bristle for use in toothbrushes, 
even though subsequently the heirs of the licensor entered into a 
license for the use of the same invention in hairbrushes. This case 
not only treats a license limited to an industry as a sale of a property 
interest in a patent, but also gives a narrow definition to ‘‘industry’’ 
by considering toothbrushes and hairbrushes as two separate indus- 
tries despite the fact that both licenses were granted to the same 
licensee. 

There certainly does not seem to be any substantial basis for a dis- 
tinction which would allow a license limited to a geographical area to 
qualify as a sale of a property interest but would disallow this treat- 
ment to a license limited to an industrial area. In both cases the 
licensor has granted a distinct and separate portion of his property 
interest in the patent. This is distinguishable from a non-exclusive 
license which transfers to a licensee only a right to use or benefit 
from the patent but does not decrease the licensor’s right also to 
make, use, or sell the patented invention in the same area or industry. 

In analogous areas of the tax law, the courts and the Service have 
recognized that an assignment of all substantial rights in a fraction 
of a property interest constitutes a sale of a property interest. The 
Service has ruled ** that the transfer of an exclusive license to ex- 
ploit a copyright in one specific medium, such as radio, television, 
movies, or the stage constitutes a transfer of a property interest. In 
Lake v. Commisisoner,** the Supreme Court cited with apparent 
approval an earlier ruling,” in which the Commissioner conceded 
that an assignment of a fractional interest extending over the entire 
life of an in-oil payment right constituted the sale of a property 


Supp. 17 (W.D.Pa. 1951) ; Kavanaugh v. Evans, 188 F.2d 234 (6th Cir. 1951) ; Milton P. 
Laurent, Sr., 34 T.C. 385 (1960). 

11 131 F.Supp. 734 (E.D.Pa. 1955). 

12 136 F.Supp. 818 (D.N.J. 1955). 

18 Rev. Rul. 54-599, 1954-2 Cum. Buu. 52; see also Rev. Rul. 55-38, 1955-1 Cum. Buu. 
389. 

14 356 U.S. 260 (1958), rehearing denied, 356 U.S. 964 (1958). 

15 I.T. 4003, 1950-1 Cum. Buu. 10. 
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right. There does not appear to be any sound basis for distinguishing 
these authorities from a patent assignment or license granting the 
transferee all rights in a patent in a distinct area of use. However, as 
of the present time, this is an unsettled area of patent tax law and 
there can be no guaranty that the courts will extend capital gain 
treatment to royalties received under an assignment or license lim- 
ited to a particular use of the patented invention. 


Is THE TRANSFER FOR THE F'uuu Lire oF THE PaTENT? 


Even though an assignment or license otherwise constitutes a 
transfer of all substantial rights, it will not constitute a sale or ex- 
change of a capital asset if the transfer is for a shorter period than 
the full life of the patent.’* When more than one patent or patent ap- 
plication is transferred, the transferee’s license should not be termi- 
nable before the expiration of the life of the last patent or patent 
application. However, a right in the transferor to recover his interest 
in the patent upon the happening of a subsequent event, which event 
is not within the control of the transferor, is not inconsistent with a 
transfer of a property right in the patent. Accordingly, the trans- 
feror may retain the right to recover the patent upon the insolvency 
of the transferee, upon the failure of the transferee to pay royalties, 
upon the transferee’s breach of contract, or upon the occurrence of 
other conditions subsequent which are not under the control of the 
transferor, without jeopardizing his right to capital gain treatment 
on the royalties received from the transferee. 


TRANSFEROR’S HoLp1ne PERIOD 


In order to qualify for long-term capital gain treatment the patent 
transferor, not covered by section 1235, must not only effect a sale of 
a property interest, but he must also establish that the patent or 
patents were held for more than six months. If a patent is not de- 
veloped by the transferor, there is normally no difficulty in determin- 
ing whether the patent has been held for more than six months. If the 
patented invention is developed by the transferor, the invention is 


16 Lynne Gregg, 18 T.C. 291 (1952), aff’d, 203 F.2d 954 (1953) (license for one year 
with automatic annual renewal unless cancelled by either party by notice issued 60 days 
prior to end of the license period). See also Lake v. Comm’r, supra note 14. 

17 Wing v. Comm’r, 278 F.2d 656 (8th Cir. 1960) ; Rollman v. Comm’r, 244 F.2d 634 (4th 
Cir. 1957) ; Allen v. Werner, 190 F.2d 840 (5th Cir. 1951) ; Comm’r v. Celanese Corpora- 
tion of America, 140 F.2d 339 (D.C. Cir. 1954) ; Edward C. Myers, 6 T.C. 258, acq., 1958-2 
Cum. Butt. 6; Carroll Pressure Roller Corporation, 28 T.C. 1288 (1957), acq., 1958-2 Cum. 
Butt. 4; Kronner v. United States, 110 F.Supp. 730 (Ct.Cl. 1953). 
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deemed to be a property interest from the date it is actually reduced 
to practice (successfully designed or tested) or from the date it is 
constructively reduced to practice (patent application date), which- 
ever is earlier.’® If the invention is developed by an employee who is 
required by contract to assign all such inventions to his employer, the 
employer’s holding period should be measured from the date the in- 
vention is reduced to practice, since the employee is obligated to 
transfer the invention to the employer and holds the invention as 
constructive trustee for the employer. Nevertheless, to avoid un- 
necessary complications on this issue, employer corporations would 
be well advised to receive a specific assignment of the invention at 
the earliest convenient date following the reduction to practice and 
not to postpone the specific assignment until just prior to the filing of 
the patent application. 

Frequently a patent assignment or license will provide that any 
patentable improvements developed by the transferor subsequent to 
the execution of the assignment or license will immediately pass to 
the transferee. If there are patentable improvements which imme- 
diately pass to the transferee, it might be argued that at least some 
portion of the subsequent royalties is in consideration for the trans- 
fer of a short-term capital asset ; and unless the transferor can estab- 
lish which portion is in consideration for the transfer of the original 
patent or patents, the royalties are taxable in full as short-term cap- 
ital gain. However, a more reasonable approach might be to make 
some allocation of royalties between long-term and short-term inven- 
tions.’® Moreover, when the Court of Claims was presented with this 
problem in Kronner v. United States,” it held that the improvements 
became a property right of the inventor under the original patent 
which was granted to the transferee. Under this theory, the holding 
period of improvements begins at the same date as the holding pe- 
riod for the basic patents. This solution finds support in patent law 
and in common sense. 

In many situations, the transferor will assign or license two or 
more related patents in consideration of a royalty on the sale or 
lease of the product. Suppose one or more of such patents have been 
held for more than six months, and one or more patents have been 
held for six months or less. In this situation, the appropriate solu- 
tion would be to allocate the royalty according to the relative value 


18 Kronner v. United States, supra note 17; Diescher v. Comm’r, 36 B.T.A. 732 (1937). 

19 Under the so-called Cohan rule, the Tax Court has traditionally made similar alloca- 
tions in analogous situations. Cohan v. Comm’r, 39 F.2d 540 (2d Cir. 1930). 

20 110 F.Supp. 730 (Ct.Cl. 1953). 
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of each class of patents or, in the absence of such evidence, under the 
Cohan rule.” Where it is necessary to transfer in one agreement 
short-term and long-term patents or patent applications and patent- 
able inventions, the agreement should provide for separate royalties 
for each class of assets. 


Was Patent Hetp For Sate 1n Ornpinary Course oF Business? 


Finally, in order for the royalties received under the patent li- 
cense or assignment to qualify as proceeds from the sale or exchange 
of a long-term capital asset, it is necessary that the transferor estab- 
lish that the patent or patents transferred were not held for sale in 
the ordinary course of business.”? In several court decisions, individ- 
ual inventors have been allowed capital gain treatment even though 
they sold other patentable inventions or devoted a significant portion 
of their time to developing patentable inventions.”* In general, it ap- 
pears that the courts will apply the same standard to patents as to 
any other property interest for purposes of determining whether the 
property is held for sale in the ordinary course of business. It is not 
entirely clear whether the courts will treat prior ‘‘sales’’ by exclu- 
sive licenses or assignments to related corporations as sales in de- 
termining whether a patent is held for sale in the ordinary course of 
business.”* 


Tax TREATMENT BY TRANSFEREE 


If a patent assignment or license constitutes a sale or exchange of 
a capital asset or a section 1231 asset for the transferor, it presum- 
ably would be a purchase of a capital asset or section 1231 asset for 
the transferee. Under a non-exclusive license, the transferee is en- 
titled to deduct under section 162 the royalties paid or accrued.” If 
the patent is purchased by the transferee, the cost must be recovered 
by amortizing the cost over the life of the patent. If at the time of 
transfer the transferee pays or is to pay a fixed sum for the patent, 
there is no problem in determining the amount of the annual depre- 
ciation deduction. However, when the consideration for an exclusive 


21 See note 19 supra. 

22 If the transaction qualifies under section 1235, a transferor is entitled to capital gain 
treatment, regardless of whether the patent has been held for six months or less and/or re- 
gardless of whether the patent is held for sale in the ordinary course of business. 

23 Kronner v. United States, supra note 17; Carl G. Dreymann, 11 T.C. 153 (1948) ; Ed- 
ward C. Myers, note 4 supra; Roy J. Champayne, 26 T.C. 634 (1956), acq., 1958-2 Cum. 
BULL. 4. 

24 Harold F. Silver, 15 TCM 489 (1956) ; Leo P. Curtin, 6 TCM 457 (1947). 

25 Reg. Sec. 1.167 (a)-3 (1956). 
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license or assignment is in the form of a royalty, the standard rules 
cannot be satisfactorily applied. 

In Associated Patentees, Inc. v. Commissioner,” the taxpayer cor- 
poration entered into an agreement to pay royalties to its controlling 
shareholders in consideration of an assignment of several patents. 
The royalty was payable during the life of the patents and the life of 
any patents or inventions that might subsequently be transferred to 
the corporation under the terms of the agreement. The Commis- 
sioner disallowed the corporation deduction of the royalty paid dur- 
ing the first year of the agreement. In an earlier memorandum opin- 
ion the Tax Court held that the royalty was a capital expenditure 
and therefore not deductible. 

On rehearing the taxpayer introduced evidence to prove the esti- 
mated total cost of the patent acquisitions and claimed a deduction 
based on an amortization of this cost over the lives of the patents. 
The Tax Court flatly rejected this approach on dual grounds: the evi- 
dence only established value and not cost, and the evidence consisted 
of opinion based on uncertain factors, such as anticipated earnings. 
The Commissioner, on the other hand, argued that only a proportion- 
ate part of the royalty paid during the year was allowable as depre- 
ciation, the balance of the royalty to be prorated over the lives of the 
patents. In each succeeding year the Commissioner would allow as a 
depreciation deduction a proportionate amount of the royalty paid 
in such year plus the amount of depreciation allocated to such year 
from prior payments. This approach would pyramid the deprecia- 
tion deduction; in the early years the depreciation deduction would 
be unduly low, and in the later years the depreciation deduction 
would be unduly high. The Court also rejected this approach. Con- 
ceding that the problem was unusual, the Court held that royalties 
paid or accrued in each year constituted a proper depreciation allow- 
ance.”" 

Now that the Commisisoner has acquiesced in the principle of the 
Associated Patentees case, it seems probable that the depreciation 
deduction of the transferee under an exclusive license or assignment 
will be equated with the royalty payments in any case where the roy- 
alties are payable over a period approximately equal to the life of 
the patent. The principle of this case should be applicable if the roy- 
alties are payable over the average life of the patents, over the 


26 4 T.C. 979 (1945), acq., 1946-1 Cum. Butt. 1, acq., 1959 Inv. Rev. BULL. No. 28, at 5. 
27 See also John A. Nelson Co., 28 B.T.A. 529 (1933), aff’d on other grounds, 75 F.2d 
696 (7th Cir.), rev’d on other grounds, 296 U.S. 374 (1935) ; M. E. Cunningham Co., 10 


TCM 276 (1951). 
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weighted life of the patents, or over a period approximately equal to 
either of these periods. Under normal circumstances, both the Com- 
missioner and the courts will probably be willing to apply the prin- 
ciple of the Associated Patentees case even though the royalties are 
payable over a period which does not take into consideration the lives 
of the patent applications which are part of the consideration for the 
royalties. 

However, there are at least two situations in which the princip: of 
the Associated Patentees case may well not be applicable. If the pe- 
riod over which royalties are payable is substantially shorter than 
the life or average lives of the patents or if the royalty is a gradu- 
ated and decreasing royalty, the Commisisoner very probably will 
refuse to allow a depreciation deduction equal to the royalty pay- 
ment unless such an arrangement can be justified on the facts of the 
particular case.”* Under normal circumstances, allowing such roy- 
alty payments as depreciation deductions would be granting the 
transferee the right to an accelerated amortization deduction solely 
because of the agreement between the parties. 

In these situations the Commissioner may attempt to apply the 
pyramiding approach which was rejected in the Associated Pat- 
entees case, but it would seem preferable to allow the transferee a 
deduction based on a straight-line amortization of the estimated 
cost of the patents. Such an approach would more accurately match 
income against deductions. In each subsequent year an adjustment 
could be made to reflect the variation between estimate cost and 
actual cost. While depreciation normally may not be based on an esti- 
mate of cost, it would seem appropriate to make an exception in these 
situations. 


ASSIGNMENTS BETWEEN RELATED CORPORATIONS 


Having discussed the general tax effects on the transferor and 
transferee of an exclusive license or assignment of patents, it is pos- 
sible, in the light of this background, to consider to what extent these 
doctrines are applicable to a transfer of patents between related 
corporations. 

In principle, the sale between related corporations of a property 
interest in a patent raises the same issues as any sale of depreciable 
property between related persons. However, certain aspects of a 
transfer of patents between a parent and subsidiary corporation 


28 A short royalty period may be justified on the weighted average life. A graduated and 
decreasing royalty may also be justified by the fact that the most valuable patents have the 
shortest lives. 
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could make such a transfer particularly advantageous. Frequently, 
a patent held by a corporation will have been developed by the re- 
search of its employees and will have little or no basis. Even if a cor- 
poration purchased the patent or has a basis in the patent for other 
reasons, often the current fair market value of the patent substan- 
tially exceeds the corporation’s basis in the patent. If the corpora- 
tion continues to hold the patent, any net profits from the manufac- 
ture, use, or sale of the invention will be taxable at ordinary corpo- 
rate rates, and the corporation’s deduction will be limited to an an- 
nual amortization deduction of an aliquot portion of the basis, if 
any, in the patent. 

On the other hand, if the patent is sold to a subsidiary corporation 
in consideration of a royalty payment and if the sale is recognized 
for tax purposes, the royalty will be taxed to the parent corporation 
at the capital gain rate and will be deductible by the subsidiary 
against ordinary income. Based on the current corporate tax rates 
and assuming the subsidiary has taxable income in excess of $25,000, 
such a sale, if recognized, would produce a net annual tax savings 
equal to 27 per cent of the amount by which the subsidiary’s patent 
amortization deduction exceeds the amortization deduction which 
would otherwise have been available to the parent. Since, as noted 
above, the parent’s basis will frequently be nominal or zero, the po- 
tential savings in such cases will be 27 per cent of the royalties. In 
some situations, an annual royalty may be used as a substitute for 
dividends from a domestic subsidiary with a resulting additional 
tax saving equal to 7.8 per cent of the royalties. 

Surprisingly, there is no definite statutory or judicial authority 
on the tax consequences of a sale of a patent between related corpo- 
rations. However, several Code provisions and scores of cases touch 
on this problem. 


CopE Provisions AND TRANSFERS TO RELATED CORPORATIONS 


Statutory provisions which should be considered are sections 1235, 
1239, 269, and 482. Section 1235, which has already been mentioned, 
provides for capital gain treatment on certain patent transfers but 
has no application to a transfer between related corporations. Sec- 
tion 1235 applies only to certain individual transferors and, in any 
event, is not applicable to any transferor who, directly or indirectly, 
owns 25 per cent or more of the stock of the transferee. However, 
even in the case of individual patent holders, section 1235 is not the 
exclusive avenue for obtaining capital gain treatment on royalties 
received under a patent license or assignment. This is made clear in 
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the Senate Finance Committee Report on section 1235,”° and it has 
been so held by the Tax Court in a decision in which the Commis- 
sioner has acquiesced.” 

Section 1239 provides that gain recognized on the sale of depre- 
ciable property between certain related taxpayers shall be taxed as 
gain from the sale or exchange of property which is neither a capital 
asset nor property described in section 1231. However, this section is 
limited to sales between a husband and wife and between an individ- 
ual and a corporation more than 80 per cent in value of the outstand- 
ing stock of which is owned directly or indirectly by such individual. 

Section 269 must be considered when patents are transferred by 
an assignment or exclusive license to a newly-created or newly-ac- 
quired subsidiary. Because of the substantial tax savings that will 
normally be effected by a sale of patents to a newly-acquired sub- 
sidiary, it may be difficult to convince the Service, and possibly the 
courts, that the avoidance of federal income tax was not the prin- 
cipal purpose for the acquisition. However, it is not at all clear that 
section 269 is technically applicable to this situation even if it is 
established that tax avoidance was the primary purpose for the cre- 
ation or acquisition of the subsidiary. The tax savings from an 
assignment or exclusive license of patents results from the taxation 
of the royalties received under such exclusive license or patents at 
the capital gain rate. However, section 269 only disallows deductions, 
credits, or allowances. In this situation, no deductions, credits, or 
allowances inure to the acquiring corporation by the creation or ac- 
quisition of the subsidiary. The tax savings result from the applica- 
tion of the corporate capital gain rate, which is neither a deduction, 
nor a credit, nor an allowance.*" 

If instead of claiming that section 269 disallowed the capital gain 
rate received by the parent corporation, the Service claimed that sec- 
tion 269 disallowed all or a part of the amortization deduction of the 


29 ‘Tn enacting this section, for the specific purposes set forth in this report, your com- 
mittee has no intention of affecting the operation of existing law in those areas without its 
scope. For example, the tax consequences of the sale of patents to years in which the section 
is inapplicable, or of individuals who fail to qualify as ‘holders,’ or by corporations, is to 
be governed by provisions of existing law as if this section had not been enacted.’’ S.REp. 
No. 1622, 83d Cong., 2d Sess. 441 (1954) (emphasis added). 

80 Leonard Coplan, 28 T.C. 1189 (1957), acq., 1958-2 Cum. BuLL. 4. See Royce Kershaw, 
34 T.C. 453 (1960). 

31 Proposed Reg. Sec. 1.269-1(a) (1960) provides, ‘‘The term ‘allowance’ refers to 
anything in the internal revenue laws which has the effect of diminishing tax liability. 
The term includes, among other things, a deduction, a credit, an adjustment, an exemption 
or an exclusion.’’ While this is a broad definition of ‘‘ allowance,’’ it is doubtful whether it 


includes a lower tax rate. 
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subsidiary, the Service might be on stronger ground, particularly 
since the Tax Court has reversed its earlier decisions and concurred 
in the holding of several other courts that section 269 does apply to 
the acquired corporation as well as to the acquiring person.*”? How- 
ever, it would seem that section 269 could not be applied to the ac- 
quired corporation unless there had been a substantial step-up in the 
basis of the patent as a result of the ‘‘sale’’ to the subsidiary. 

Even if it is assumed that these issues under section 269 are re- 
solved in favor of the Service, it is still not entirely clear that this 
section may be used to disallow capital gain to the acquiring corpo- 
ration or to disallow a depreciation deduction to the acquired corpo- 
ration. In the situations where section 269 has been successfully in- 
voked by the Service, such as in the case of net operating loss carry- 
overs, the availability of the deduction, credit, or other allowance 
arose from the acquisition. In the case of a patent transfer, the 
acquisition is only the first step and must be followed by an assign- 
ment or exclusive license of the patent. As a consequence, the acqui- 
sition itself does not produce a deduction, credit, or other allowance. 
Nevertheless, in view of the broadening interpretation given to sec- 
tion 269 by the courts,** it seems unlikely that the need for a second 
transaction will prevent the application of section 269 when the prin- 
cipal purpose of both the corporate acquisition and subsequent 
patent assignment or license is the securing of the proscribed tax ad- 
vantages.* 

Finally, section 482 must be carefully considered in any case in 
which patents are being sold between related corporations. In prior 
years, the Service attempted to use section 45 of the 1939 Code, 
predecessor to section 482, as a device for consolidating the income 
of related taxpayers. These efforts were uniformly unsuccessful ex- 
cept in cases where the related person served no business function.® 
It appears that the Service now realizes that section 482 is limited to 
an allocation of gross income, deductions, credits, or allowances and 


82 Thomas E. Snyder, 34 T.C. 400 (1960) ; compare Virginia Metal Products, 33 T.C. 788 
(1959) ; Alprosa Watch Co., 11 T.C. 240 (1948) ; British Motor Car Distributors, Ltd., 31 
T.C. 437 (1958), rev’d, 278 F.2d 392 (9th Cir. 1960), with Coastal Oil Storage Co. v. 
Comm’r, 242 F.2d 396 (4th Cir. 1957) ; Mill Ridge Coal Co. v. Patterson, 264 F.2d 713 (5th 
Cir. 1959). 

83 See note 32 supra. 

34 For an indication of the position of the Service on this issue, see Proposed Reg. Sec. 
1.269-3 (b) (3) (1960). 

85 Z.g., Chelsea Products Inc., 16 T.C. 840 (1951), aff’d, 197 F.2d 620 (3d Cir. 1952) ; 
Buffalo Meter Co., 10 T.C. 83 (1948) ; Seminole Flavor Co., 4 T.C. 1215 (1945) ; see Ad- 
vance Machinery Exchange Inc. v. Comm’r, 196 F.2d 1006 (2d Cir. 1952). 
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does not authorize disregarding the separate existence of the related 
corporation.*® 

Some language in a recent decision of the Court of Appeals for the 
Fourth Cireuit ** and some earlier judicial decisions ** might be con- 
strued as holding that even though property is transferred to a re- 
lated corporation in an arm’s length transaction, section 482 may be 
applied to allocate to the transferor any gross income which results 
from such transfer, if this allocation is necessary in order clearly to 
reflect the income of the related parties. However, the opinion of the 
Court of Appeals involved a sale of property which was actually 
worthless at the time of sale to the related corporation; and the 
earlier decisions involved distributions in liquidations or contribu- 
tions to capital and not sales at arm’s length prices. Based on the 
developments to date of the law under section 482, it appears that 
this section could not be used to bar the tax advantages of a patent 
assignment or exclusive license, provided the transfer was at a fair 
market royalty and the transferee actually made, used, or sold the 
patented invention in its business. 

There is no doubt that section 482 authorizes the Commissioner to 
reallocate to the subsidiary royalties or other consideration which 
are in excess of an arm’s length consideration for the patents trans- 
ferred. Where royalties received from a subsidiary are in excess of 
arm’s length royalties, it is probable the Commissioner will take the 
position that such excess constitutes a dividend to the parent and 
therefore is not deductible by the subsidiary-corporation but is tax- 
able to the parent corporation at 7.8 per cent, if the subsidiary corpo- 
ration is a domestic corporation, or at 52 per cent, if the subsidiary 
corporation is a foreign corporation.” 

Even if patents are transferred to a related corporation under an 
assignment or exclusive license which successfully runs the gantlet 
of specific statutory restrictions, there can be no absolute assurance 
that the potential tax savings will be realized. In American tax juris- 
prudence, it is not uncommon for the courts to deny a taxpayer tax 
benefits to which the taxpayer is entitled under a literal reading of 
the Code.*® 


36 Jesse E. Hall, 32 T.C. 390 (1959). 

87 Aiken Drive-In Theatre Corporation v. Comm’r, 281 F.2d 7 (4th Cir. 1960). 

88 Standard Paving Co. v. Comm’r, 190 F.2d 330 (10th Cir. 1951); Jud Plumbing & 
Heating v. Comm’r, 153 F.2d 681 (5th Cir. 1946); National Securities Corporation v. 
Comm’r, 137 F.2d 600 (3d Cir. 1943). 

89 Roy J. Champayne, 26 T.C. 634 (1956), acq., 1958-2 Cum. BULL. 4. 

40 Helvering v. Gregory, 293 U.S. 465 (1935) ; Higgins v. Smith, 308 U.S. 473 (1940) ; 
Goodstein v. Comm’r, 267 F.2d 127 (1st Cir. 1959) ; Maysteel Products, Inc., 33 T.C. 102 
(1960). 
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At the present time there are no authoritative decisions on the tax 
effect of a sale of a patent between related corporations. However, 
there is considerable authority, particularly in the Tax Court, up- 
holding capital gain treatment on royalties received on a sale of 
patents between a controlled corporation and its controlling indi- 
vidual shareholder or shareholders. In at least four of these cases 
the patent transferors owned, directly or indirectly, 100 per cent of 
the stock of the transferee.* It is significant that the Commissioner 
has acquiesced in all four decisions. 

In these cases the courts have given careful consideration to the 
relationship between the parties. It has become a stereotyped ju- 
dicial expression for the courts to quote Sterns Magnetic Mfg. Co. 
v. Commissioner * to the effect that ‘‘ [a]n agreement between a cor- 
poration and its sole shareholders is valid and enforceable, if the 
arrangement is fair and reasonable, judged by the standards of a 
transaction entered into by parties dealing at arm’s length.’’ The 
overwhelming majority of the judicial decisions reflects a proclivity 
to conclude that this test has been met if the royalty is approxi- 
mately equal to an arm’s length royalty and if there are non-tax busi- 
ness reasons for the arrangement even though these reasons are not 
shown to be the sole motivating reasons for the patent license or 
assignment. 

This situation affords many corporations the opportunity to use 
their patents in a manner which produces considerable tax advan- 
tages and which is also in accord with sound business practices. 
From the tax point of view this opportunity is not only applicable to 
patents but to any depreciable corporate asset. But, as noted above, 
it is particularly advantageous in the case of patents, because pat- 
ents frequently have alow or no basis and the royalties can be exactly 
correlated to the licensee’s or assignee’s amortization deduction. 

Many parent corporations entered into patent licenses with their 
subsidiary or subsidiaries at a time when the Service was taking the 
position that all royalties were ordinary income and there were few 
judicial decisions on this issue. In these situations, the agreements 
were normally prepared without serious consideration of the tax as- 


41 Herbert C. Johnson, 30 T.C. 675 (1958), acqg., 1958-2 Cum. BuLL. 6; A. E. Hickman, 29 
T.C. 864 (1958), acq., 1958-2 Cum. Butt. 6; Leonard Coplan, supra note 30; Roy J. Cham- 
payne, supra note 39; Thornton G. Graham, 26 T.C. 730 (1956) ; Magnus v. Comm’r, 259 
F.2d 893 (3d Cir. 1958), reversing 28 T.C. 898 (1957) ; Sheen v. United States, 164 F.Supp. 
543 (E.D.Pa. 1958) ; King v. United States, 1 A.F.T.R. 2d 357 (D.Tex. 1957) ; Magee-Hall 
Park-O-Meter Co., 15 TCM 254 (1956). 

42 Herbert C. Johnson, supra note 41; A. E. Hickman, supra note 41; Leonard Coplan, 
supra note 30; and Roy J. Champayne, supra note 39. 

43 208 F.2d 849, 852 (7th Cir. 1954). 
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pects of the arrangement. As the tax law has evolved on patent li- 
censes and assignments, it is now possible in some cases for parent 
corporations, which have been reporting royalties as ordinary in- 
come, successfully to file claims for refund for years open under the 
statute of limitations, on the basis that such royalties were taxable 
at the capital gain rate. However, because these patent licenses or 
assignments were drafted without consideration of the tax conse- 
quences, frequently such agreements contain limitations, restric- 
tions, or conditions which so circumscribe the agreements that it is 
difficult to contend that they transfer all substantial rights in the 
patent or patents to the related corporate transferee. 


Possisiziry or New AssigNMENT AFTER Prior LicEeNnsE or UsE 


Where a parent corporation has entered into a license agreement 
which does not constitute a sale of a capital asset or a section 1231 
asset or, in the even more common situation, where a parent corpo- 
ration has no formal patent agreement with its subsidiaries and the 
patents are simply used by the subsidiary without consideration, the 
question is presented whether the parent may now enter into an 
agreement which qualifies for capital gain treatment. If the sub- 
sidiary is already using the patent under a non-exclusive license, in- 
formal agreement, or a contribution to capital arrangement, is there 
any consideration to support a novation or a formal agreement which 
requires the subsidiary to pay a royalty for an exclusive license or 
absolute assignment which may, as a practical matter, add little or 
nothing to the subsidiary? 

In the case of a non-exclusive license under which a royalty is 
being paid, it would seem that the parties are entitled to cancel the 
existing agreement and to enter into an exclusive license. It is doubt- 
ful whether any consideration other than the mutual promises of the 
parties is necessary. Furthermore, since the subsidiary previously 
had only a non-exclusive license, under an exclusive license or as- 
signment it must be receiving some additional substantive rights in 
the patent. This issue was before the Tax Court in Halsey W. Tay- 
lor,** and the Court held that there was adequate consideration to 
support an assignment of patents which were already used by the 
transferee under a non-exclusive license. 

Presumably, the holding of the Taylor case would also be appli- 
cable when the transferee had previously used the patent or patents 


4416 T.C. 376 (1951), non-acq., 1951-2 Cum. BULL. 6; see Herbert C. Johnson, note 40 
supra. 
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under an informal arrangement in which no royalties were paid. 
However, the claim of the parent corporation for capital gain treat- 
ment on the royalties received under exclusive licenses or assign- 
ments may lead the Service to explore the possibility of a section 482 
allocation for the years prior to the exclusive license or assignment 
which are open under the statute of limitations.** 

The question whether there is consideration to support an assign- 
ment or exclusive license is particularly serious in the situation 
where the subsidiary had previously received a perpetual non-exclu- 
sive license as a contribution to capital. In any case where there is not 
a formal agreement between the related corporations, the Service 
may well argue that patents used by the subsidiary corporation were 
received from the parent as contributions to capital. In such ease, 
the only new consideration furnished by the parent under an as- 
signment or exclusive license is the rights not granted under the 
non-exclusive license, and presumably only a royalty equal to the 
value of these additional rights would be warranted. 

In addition to revising existing patent arrangements between 
parents and subsidiaries, it might also be possible to obtain the same 
favorable tax consequences by the transfer of patents to existing 
subsidiaries which previously had not held any right in the patents 
or by the organization of a new subsidiary for the purpose of receiv- 
ing patents under an assignment or exclusive license.** The courts in 
such cases are likely to give particular scrutiny to the business pur- 
pose for the transaction. However, as long as the subsidiary is en- 
gaged in a bona fide business, uses the patent in such business, and 
pays an arm’s length royalty, it appears that the current court de- 
cisions, and possibly the Service, would uphold the parent’s right to 
treat such royalties as gain from a sale of a capital asset or as a sec- 
tion 1231 asset.** In a recently issued, unpublished ruling, the Cor- 
poration Tax Branch held that royalties payable under an exclusive 
license to make, use, and sell patents for the full life of the patents 
were subject to the provisions of section 1231, assuming the patents 


45 Frequently, even if there is a theoretical allocation under section 482 (1954) of income 
from the subsidiary corporation to the parent corporation due to the subsidiary’s royalty- 
free non-exclusive license, such allocation will have no tax consequences because both cor- 
porations are in the same tax bracket. However, in certain situations, such as the case of a 
foreign subsidiary, an allocation under section 482 could have serious tax consequences; 
constructive dividend deficiencies may also be asserted. 

46 The application of section 269 (1954) to a newly-created or acquired corporation is 
discussed supra. Section 1551 (1954) should also be considered here. 

47 Of course, under any circumstances the parent must transfer all substantial rights in 
the patent, the patent must be held for more than six months, and the patent must not be 
held for sale in the ordinary course of business. 
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were held by the licensor for more than six months and assuming the 
patents constituted property used in the licensor’s trade or business. 
In this case, the licensee was a wholly-owned subsidiary of a wholly- 
owned subsidiary of the licensor. 


ASSIGNMENTS TO A F‘OREIGN SUBSIDIARY 


With the rapid development of multiple foreign subsidiary cor- 
porate systems by many American corporations, the transfer of for- 
eign patent rights to foreign subsidiary corporations is becoming 
increasingly common. An assignment or exclusive license to a for- 
eign subsidiary corporation raises several problems in addition to 
those existing in an assignment or exclusive license to a domestic 
subsidiary corporation. 

If under the law of the foreign country, an assignment or exclu- 
sive license is deemed to be a purchase, the tax position of the for- 
eign subsidiary corporation may be different than it would be under 
a non-exclusive license. Royalties paid under a non-exclusive license 
may be fully deductible in the year of payment, but royalties paid 
under an assignment or exclusive license may be treated as install- 
ment payments on the purchase of property. In the latter situation 
the depreciation or amortization deduction, if any, may be greater or 
less than the royalties paid or accrued in any given year. True roy- 
alties may be wholly or partially exempt from withholding tax under 
the law of the foreign country or under a tax treaty between such 
country and the United States. However, the foreign country may 
interpret its law or the treaty so that installment-payment royalties 
under an assignment or an exclusive license do not qualify for such 
exemption or lower rates. 

In some cases an American parent corporation may be partially 
motivated to assign a patent or grant an exclusive patent license to 
its foreign subsidiary in order to receive the royalties at the capital 
gain rate rather than receive dividends at ordinary rates. Assuming 
that the royalties are deductible by the foreign corporation and do 
receive capital gain treatment in the United States, such an arrange- 
ment may produce a substantial tax saving. Nevertheless, because of 
the loss of the foreign tax credit which would have been received 
under section 902(a) and (b) on dividends, the total tax savings in 
any given year may not be great. Furthermore, such a royalty may 
be subject to a higher withholding tax than a dividend would be. 

In the case of an assignment or exclusive license from an Ameri- 
can parent corporation to a foreign subsidiary corporation, a par- 
ticularly complex question arises as to whether royalties received 
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under such a transfer are royalties from a source without the United 
States under section 862(a)(4) or are gains from the sale of per- 
sonal property which may be from sources within the United States. 
In certain situations the latter conclusion could result in the loss of a 
foreign tax credit. 

If these and certain other problems can be successfully resolved, 
the sale of patents to a foreign subsidiary corporation in considera- 
tion of royalties can be particularly advantageous. For example, 
since foreign patents constitute a separate property right, a domes- 
tic parent corporation can obtain capital gain on royalties received 
under an exclusive license or assignment and still retain full rights 
in the United States patents. Another example is the possibility of 
substituting royalties taxable at the capital gain rate for dividends 
which would be taxed at the full ordinary income rates, since the div- 
idend received deduction does not apply to foreign corporations. 
Under certain circumstances it may be very advantageous to assign 
all of the foreign patents to a foreign base country corporation in 
consideration of royalty payments. The foreign base country corpo- 
ration may then license or assign these patents to the operating for- 
eign subsidiary. However, any such arrangement is subject to sev- 
eral risks, particularly under section 482 and the doctrines of con- 
structive receipt and assignment of income. 


PossIBLE J UDICIAL BARRIERS 


The arrangements outlined above describe most, but not all, of the 
major methods for establishing exclusive patent licenses or patent 
assignments between a parent and a subsidiary corporation. These 
methods or approaches may be implemented by a myriad of different 
arrangements, depending on the facts of the particular situation. 
The possibility of enormous tax savings by these arrangements in- 
evitably leads to the ultimate question whether this avenue for tax- 
saving will or should be blocked by either the courts or by Congress. 
As noted previously, there is no definitive authority on the precise 
issue whether a parent corporation is entitled to capital gain treat- 
ment on the royalties received under a transfer of all substantial 
rights in a patent to a subsidiary corporation. Nevertheless, the 
overwhelming majority of judicial decisions supports the right of a 
taxpayer to receive capital gain treatment on the sale of a capital 
asset to a related corporation provided there is a bona fide sale at an 
arm’s length price.” 

48 I.R.C. § 243 (1954), except to the extent provided in I.R.C. § 245 (1954). 

49 See note 41 supra. 
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If this result is to be reversed by judicial decision, it appears that 
such reversal will have to come from the Supreme Court. In its re- 
cent decision in Cannelton Sewer Pipe Co. v. United States,” the 
Court demonstrated that it is not reluctant to take a position con- 
trary to the overwhelming, if not unanimous, decisions of lower fed- 
eral courts. In Higgins v. Smith,®' the Supreme Court, without bene- 
fit of statutory authority, disallowed a loss deduction on the sale of 
capital assets between an individual and his wholly-owned subsid- 
iary. Some of the language of the Court in that decision could be 
applicable to capital gain on sales between related persons. The pos- 
sibility that this Court, or even a lower court, might develop some 
such approach to block the advantageous tax results in the patent sit- 
uation should not be completely discounted. 

There are, however, several distinctions between Higgins v. Smith 
and the type of transactions under discussion here. Initially, there is 
a possibility that the Government will not attempt to litigate the 
issue whether capital gain treatment may be denied solely on the 
ground that a sale of a patent is between a parent corporation and a 
subsidiary corporation. The Service has acquiesced in four sep- 
arate Tax Court decisions in which capital gain treatment was 
granted to a hundred per cent shareholder or shareholders on the 
transfer of patents to the corporation controlled by shareholder or 
shareholders.” In a 1958 ruling © the Service indicated that it may 
consider only the relationship of the parties as a bar to capital gain 
treatment if section 1239 is applicable. As noted above, in at least one 
unpublished ruling the Service has ruled that an exclusive license to 
a wholly-owned subsidiary is a sale of a section 1231 asset. 

Instead of contesting the taxpayer’s eligibility for capital gain 
treatment on assignments or exclusive patent licenses, the Service 
may take the position that the gain is capital but is fully taxable in 
the year of sale regardless of when royalties are paid or payable. At 
the present time there seems to be agreement among the courts, the 
Service, and taxpayers that if the patent assignment or exclusive 
license qualifies as a sale of a section 1231 or capital asset, the gain is 
recognizable only in the years in which the royalties are paid or ac- 
crued and only to the extent of such royalties. 

Presumably, the inarticulated reason for this position is that it is 
not possible to make any determination of the fair market value of 


50 364 U.S. 76 (1960). 

51 308 U.S. 473 (1940). 

52 See note 41 supra. See also Royce Krenshaw, 34 T.C. 453 (1960). 
53 Rev. Rul. 58-353, 1958-2 Cum. Buu. 408. 
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the right to receive royalties at the time the parties enter into the 
patent license or assignment.** Nevertheless, the courts have held 
that a patent royalty agreement is susceptible of valuation when it is 
distributed from a corporation to its shareholder in a liquidation.™ 
The Service has taken the position that only in the most unusual cir- 
cumstances is a property not susceptible of valuation at the date of 
sale.** If a patent royalty agreement can be valued when distributed 
in liquidation, it would seem that it can be valued from the inception 
of the agreement, although there is a material difference between the 
two situations, since in the former there has normally been some pe- 
riod of operation under the agreement prior to the valuation date. 

Whatever may be said for or against the contention that the gain 
is taxable in the year of sale to the extent of the full market value of 
the right to receive royalties, it is unlikely at this date that any court 
will hold contrary to the scores of decisions limiting the capital gain 
to the royalties received or accrued in the taxable year.™ As an alter- 
native argument to this approach by the Service, a taxpayer could 
argue that reporting only the amount received as royalties consti- 
tutes an election of the installment sales method under section 453. 
However, there is some doubt whether this would be an appropriate 
election, and there is the problem of establishing that no more than 
30 per cent of the selling price was received in the year of sale. 

Even if the capital gain issue is litigated by the Government, there 
is a distinction between disallowing a deduction, which traditionally 
has been considered to be a matter of legislative grace, and requiring 
the payment of a higher tax on a gain. In Higgins v. Smith the trans- 
feree could have recognized a deductible loss by selling the property 
to an unrelated person so that the loss deduction was postponed 
rather than irrevocably denied. If a patent or other capital asset sold 
to a related corporation is taxed at ordinary rates, there is no post- 
ponement of tax consequences, but an irrevocable determination of 
tax consequences. In the case of property subject to depreciation, 
such tax treatment may be justified. However, in a judicial decision 
there would be no valid basis on which the court could extend dif- 
ferent tax treatment to various sellers of patents and other section 
1231 assets depending on whether such assets were subject to depre- 
ciation by the purchasers. 

A final distinction is that Congress expressed a policy decision in 








54 Burnet v. Logan, 283 U.S. 4094 (1931). 

55 John W. Chamberlin, 32 T.C. 1098 (1959). 
56 Rev. Rul. 58-402, 1958-2 Cum. Bu... 15. 
57 See, e.g., notes 4 and 41 supra. 
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enacting section 1239. The legislative history of this section indi- 
cates that Congress believed it was extending the law and not simply 
codifying it.** In view of the failure of Congress to cover sales be- 
tween parent and subsidiary corporations, it would seem to be an un- 
justified assumption of the legislative function for the courts to read 
such a provision into the law. Considering all factors, it is question- 
able whether the Supreme Court, and most unlikely that any lower 
court, will disallow capital gain treatment on the sale of a patent be- 
tween a parent and a subsidiary corporation provided such sale 
would qualify for capital gain treatment if it were between unre- 
lated persons and provided that the sale were supported, although 
not necessarily primarily motivated, by valid non-tax business rea- 
sons. 


CoNCLUSION 


If the above conclusion is correct, then the final question is whether 
Congress should take any action in this field. It appears that some 
legislative action may be appropriate. On the ground of consistency, 
it is difficult, if not impossible, to justify the conclusion that an indi- 
vidual inventor may not receive capital gain treatment on the sale of 
his patent to his wholly-owned corporation, but that a corporation 
which has developed or otherwise acquired a patent may receive cap- 
ital gain treatment on a sale of such patent to its wholly-owned sub- 
sidiary. Even more important than consistency is the consideration 
that present tax law permits one corporation to report as capital 
gain the exact amount that a related corporation is deducting from 
ordinary income. The tax law thus affords a substantial tax benefit 
to the corporation which elects to handle the development of its 
patents through a subsidiary rather than through a division. These 
considerations appear to support strongly the conclusion that some 
legislative action is appropriate. 

One approach would be to broaden the base of section 1235 so as 
to make it applicable to all patent owners and to provide that this 
section would be the sole method of obtaining capital gain on the sale 
of patents. However, in addition to other defects, it seems obvious 
that this is too parochial an approach. This issue relates not only to 
patents but to the sale of any capital asset which is subject to depre- 
ciation. One possible approach would be legislation providing that a 
sale of depreciable property between related corporations and other 


58 H.R. Rep. No. 586, 82d Cong., Ist Sess. 120 (1951); S.Rep. No. 781, 82d Cong., 1st 
Sess. 69 (1951). 
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related persons is a tax-free exchange and that the transferor’s 
basis carries over to the transferee. Perhaps the simplest and most 
effective legislative approach would be an extension of section 1239 
to include sales between parent and subsidiary corporation, brother- 
sister corporations, and all related parties. This solution was pro- 
posed by the American Law Institute.®* The tax-free exchange-carry- 
over basis solution is equally sound on first impression, but since 
Congress has already decided upon the ordinary income on the sale 
solution, consistency would seem to make this latter approach pref- 
erable. 

In expanding the definition of related persons under section 1239, 
it would, of course, be necessary to draw precise lines. Based on 
precedents in the Internal Revenue Code, it would seem that corpo- 
rations could be held to be related persons where one owned, directly 
and indirectly, either fifty or eighty per cent of the outstanding 
stock.® This could be a percentage of the value of the total outstand- 
ing stock or a percentage of each class of stock. Consistent with the 
established pattern of section 1239, it would seem appropriate to de- 
fine a related subsidiary corporation as one in which the parent cor- 
poration owns, directly and indirectly, eighty per cent of the total 
outstanding stock. By following its traditional policy of making new 
legislation applicable only to sales occurring subsequent to the en- 
actment of the legislation, Congress could correct the deficiency in 
present law without imposing hardships upon persons who had acted 
in reliance on existing law. 

59 ALI FEDERAL INCOME, ESTATE AND Girt TAX ProJEcT 492 (Oct. 1958). 

60 Compare, e.g., I.R.C. §§ 332 and 368(¢e) (1954) with I.R.C. §§ 304 and 318(a) (1) (C) 
(1954). 








Non-Restricted Stock Option Plans: 


Kuchman and Lehman Cases 
HARRY D. KEMPLER 


Az an early stage courts decided that stock received as compensa- 
tion for services constituted taxable income in the year received to 
the extent of its fair market value when received. Only slightly re- 
moved from this position was the conclusion that stock received as 
compensation under stock option plans was taxable at ordinary in- 
come rates in the year in which the employee-taxpayer exercised the 
option, measured by the difference between the option price and the 
fair market value when exercised.” These were subsequently termed 
non-restricted plans, to distinguish them from the restricted stock 
option plans under section 421 of the 1954 Code and its predecessor, 
section 130A of the Revenue Act of 1950. That section does not im- 
pose a tax at the time the option is granted or exercised, but taxes the 
profit on the subsequent disposition as capital gains or partly com- 
pensation income and partly capital gains, depending upon the 
spread between the option price and the fair market value of the 
stock at the time the option is granted. 

To escape the imposition of ordinary income tax in the non-re- 
stricted stock option area, corporations developed the so-called pro- 
prietary stock option as distinguished from the compensatory op- 
tion. These proprietary options were not taxable when exercised, 
but were taxable at capital gains rates upon disposition of the stock.® 


Harry D. Kempuer (LL.B., 1958 and LL.M. in Taxation, 1959, New York University 
School of Law) is a member of the New York Bar. 

1 Old Colony Trust Co. v. Comm’r, 59 F.2d 168 (1st Cir. 1932); F. G., Ine. v. Comm’r, 
47 F.2d 541 (7th Cir. 1931) ; J. Kemp Bartlett, 28 B.T.A. 285 (1933) ; Lyle H. Olson, 24 
B.T.A. 702 (1931), aff’d, 67 F.2d 726 (7th Cir.), cert. denied, 292 U.S. 637 (1933) ; 
Anthony Schneider, 3 B.T.A. 920 (1926); Maurice I. Schapiro, P-H B.T.A. Mem. Dec. 
133,697; Reg. Sec. 1.61-2(d) (2) (1957). 

2 Reg. Sec. 1.61-2(d) (2) (1957). Comm’r v. Smith, 324 U.S. 177 (1945); I.T. 3795, 
1946-1 Cum. Buty. 15; T.D. 5507, 1946-1 Cum. Bun. 18; Rev. Rul. 196, 1953-2 Cum. 
Buu. 178. See also Comm’r v. Stone’s Estate, 210 F.2d 33 (3d Cir. 1954); National 
Clothing Co. of Rochester, Inc., 23 T.C. 944 (1955); but cf. Patent Button Co. v. Comm’r, 
203 F.2d 479 (2d Cir. 1953) (sale and not compensation found). 

8 Donald C. Bradner, 18 TCM 566 (1952), aff’d per curiam, 209 F.2d 956 (6th Cir. 1954) ; 
Comm’r vy. Straus, 208 F.2d 325 (7th Cir. 1953). 
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In 1956 the distinction between compensatory and proprietary stock 
options was discarded in the LoBue * case when the Supreme Court 
held that the statute makes no such distinction. The Court found no 
reason to preclude taxation merely because the employer, in an effort 
to increase his employees’ efficiency, makes them part-proprietors 
through the use of a so-called proprietary stock option.® The result 
of this decision was encompassing: under a non-restricted stock op- 
tion plan the difference between the option price and the fair market 
value at the time of the exercise thereof is taxable income to the 
employee. 

The LoBue decision followed a position long maintained by the 
Commissioner that any bargain purchase by an employee is compen- 
sation under section 22(a) of the 1939 Code regardless of the pro- 
prietary purpose,® since it would be a fraudulent act upon the share- 
holders for the corporation to render gifts to employees. 

In an attempt to evade the ordinary income tax results of LoBue, 
corporations placed restrictions on options so as to prevent ascer- 
tainment of the fair market value of the stock when the options were 
exercised. Support for this position was derived from Burnet v. 
Logan,’ a Supreme Court case involving the sale of corporate stock 
for cash and for future payments which was considered so contin- 
gent as to preclude the ascertainment of fair market value. The 
Court held that no tax liability could be incurred until the taxpayer 
had actually recovered his capital investment. 

Similarly, a promise by an employee to purchase stock under an 
option may be conditioned on restrictions regarding the disposition 
thereof, resulting in an unascertainable fair market value for the 
shares. No compensation would occur on the exercise of the option, 


and all the profit on the subsequent disposition of the shares would — 


receive capital gains treatment. It will be recalled that the difference 
between the fair market value of the stock at the time the employee 
exercises the option and the option price is taxed at ordinary income 
tax rates. If the fair market value is unascertainable, there is no 
compensation income to tax. Thus, restrictions on the disposition of 
the stock in non-restricted stock option plans would prevent the as- 
certainment of fair market value,* as contingency payments had 


4Comm’r v. LoBue, 351 U.S. 243 (1956). 

5 Ibid. 

6 I.T. 3975, 1946-1 Cum. Butt. 15. See also T.D. 5507, 1946-1 Cum. But. 18 and Reg. 
Sec. 1.61-2(d) (2) (1957) for the continued attitude under the 1954 Code. 

7 283 U.S. 404 (1931). 

8 MacDonald v. Comm’r, 230 F.2d 534 (7th Cir. 1956) ; Schuh Trading Co. v. Comm’r, 95 
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prevented the fair market value determination in the Logan case.® 

In areas other than stock options there had been previous attempts 
to prevent ascertainment of fair market value through the use of 
restrictions. Thus, the Supreme Court, in the Tex-Penn case, was 
unable to discern an ascertainable fair market value for speculative 
oil stock received in a reorganization,” although in other cases lower 
courts did not find an absence of an ascertainable fair market value 
where the stock received was subject to restrictions against sale until 
January Ist of the following year," or where the restriction against 
sale was for one year,” for five years," for ninety days,"* or for six 
months,” but they did determine lack of an ascertainable fair market 
value where the stock was subject to a one-year restriction against 
sale and was of a speculative character.”® As the Court in Heimer v. 
Gwinner stated: ‘‘ We do not think the Tex-Penn case requires us to 
hold that a mere restriction against sale for one year, without more, 
as a matter of law, deprives stock of all market value.’’ 


Tur KucHMAN AND LEHMAN CASES 


In 1952 the Tax Court decided Harold H. Kuchman,* involving a 
non-restricted stock option. The employee there exercised an option 
to buy stock which had so many restrictions that no fair market 
value could be readily ascertained. The employee received capital 
gains treatment on subsequent disposition. The Kuchman restric- 
tions were (1) the stock could not be sold within a year of the op- 
tion’s acceptance date, but could be pledged for security; (2) resale 
to the corporation at the option price must be offered, if within such 


F.2d 404 (7th Cir. 1938) ; Harold H. Kuchman, 18 T.C. 154 (1952) ; Robert Lehman, 17 
T.C. 652 (1951). 

9 See Burnet v. Logan, note 7 supra. 

10 Helvering v. Tex-Penn Oil Co., 300 U.S. 481 (1937). 

11 Bassick v. Comm’r, 85 F.2d 8 (2d Cir.), cert. denied, 299 U.S. 592 (1936). 

12 Heiner v. Gwinner, 114 F.2d 723 (3d Cir.), cert. denied, 311 U.S. 714 (1940). See also 
Edith G. Goldwasser, 47 B.T.A. 445 (1942), aff’d per curiam, 142 F.2d 556 (2d Cir.), cert. 
denied, 323 U.S. 765 (1944) (one-year restriction merely served to reduce value somewhat) ; 
Thomas D. Conroy, 17 TCM 21 (1958). 

13 Junior Amusement Co., 15 TCM 577 (1956). See I.T. 2309, V-2 Cum. Buu. 114 
(1926) (fair market value was ascertainable where employee could sell only to the employer 
during a five-year period). 

14G & K Mfg. Co. v. Comm’r, 76 F.2d 454 (4th Cir.), rev’d on other grounds, 296 U.S. 
389 (1935). 

15 R. M. Garrett, P-H B.T.A. Mem. Dec. J 34,158; Maurice I. Schapiro, supra note 1. 

16 United States v. State Street Trust Co., 124 F.2d 948 (1st Cir. 1942) ; Mae Sim Bar 
Paper Co., P-H B.T.A. MEM. Dec. { 41,402. 

17 Heiner v. Gwinner, supra note 12, at 725. 

18 Harold H. Kuchman, 18 T.C, 154 (1952). 
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year the optionee wished to terminate his employment; (3) if sale 
was contemplated prior to a fixed date, resale to the corporation 
must be offered at the current bid price; and (4) no preemptive right 
could be exercised within a year of the acceptance date. The Tax 
Court concluded: ? 

Since fair market value is defined as the price at which the property to be 
valued with all its attributes would change hands between a willing buyer 
and a willing seller . . . and not as the sale might be limited to one specific 
purchaser... we have concluded that the ascertainment of fair market value 
cannot be founded. ... 

The Commissioner acquiesced.”° 

Thus, under Kuchman a corporation may place restrictions, such 
as a prohibition against sale by the optionee or the retention by the 
corporation of the right to repurchase the stock at a given price, 
either at will or on occurrence of a specified event, such as termina- 
tion of employment. The employee will be taxable only upon the sub- 
sequent disposition of the stock, and only at capital gains rates be- 
cause the later act would be the sale of a capital asset. 

To appreciate fully the significance of the Kuchman case, it would 
be helpful to consider the Tax Court decision in the Lehman case, 
decided about one year before Kuchman. The taxpayer was a mem- 
ber of a partnership which bought stock in 1943 under restrictions 
which made fair market value unascertainable. On December 31, 
1943, the restrictions lapsed, and in 1944 the firm sold the stock, the 
taxpayer reporting his share of the profit as long-term capital gains. 
The Commissioner argued that it was not all capital gains, since a 
taxable event had occurred when the restrictions terminated, re- 
sulting in taxable compensation for services. The Tax Court dis- 
agreed with the Commissioner and determined that the lapsing of 
the restrictions was not a taxable event and that all the profit was 
capital gains. This view differs from that expressed by the Court of 
Appeals for the Seventh Circuit in an earlier decision: ‘‘ [T]he stock 
was not salable because of the restriction. If it was not salable, there 
was no market for it. There was, therefore, no market value until the 
restriction should be removed.’’ 7? The Commissioner recently non- 
acquiesced with respect to Lehman, reversing an earlier acquies- 
cence.” 


19 Jd. at 163. 

20 Harold H. Kuchman, 1952-2 Cum. Butt. 2. 

21 Robert Lehman, 17 T.C. 652 (1951), acqg., 1952-1 Cum. BULL. 3, acg. withdrawn and 
non-acq., T.I.R. 248, Aug. 29, 1960. 

22 Schuh Trading Co. v. Comm’r, 95 F.2d 404, 411-412 (7th Cir. 1938). 

28 See note 21 supra. The recent substitution by the Commissioner of a non-acquies- 
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The effect of Kuchman and Lehman, taken together, is startling. 
A corporation may impose a number of restrictions on a non-re- 
stricted stock option plan,” sufficient to prevent the ascertainment 
of a fair market value, and thus prevent taxation at ordinary income 
tax rates at the time of exercise. The lapsing of the restrictions 
would not cause a taxable event to occur, so that the employee would 
incur capital gains taxes only upon the disposition by him of the 
stock. Thus, Kuchman and Lehman present the two types of restric- 
tive agreement which offer the best possibilities of success: (1) ab- 
solute prohibition against sale of stock for a substantial period of 
time; and (2) the right of the corporation-employer, to repurchase 
the stock for a stated price. 

Kuchman was bolstered in 1956 by the decision in MacDonald v. 
Commissioner.”> To induce the taxpayer to accept employment and 
to make up for financial sacrifice resulting from his leaving another 
position, the corporation granted taxpayer an option to purchase 
10,000 shares of its stock, which he could not sell so long as he was in 
its employ. Taxpayer exercised the option when the stock was selling 
for $15 over the option price. The Court of Appeals for the Seventh 
Circuit held that the stock had no ascertainable fair market value 
because of the restrictions on its sale. It considered as ‘‘absurd’’ a 
suggestion by the Commissioner that the restrictions were not really 
valid since the taxpayer could always resign his position and then 
sell the option stock. 

The Commissioner’s acquiescence in Kuchman,”* followed by the 
MacDonald *" case, seems to indicate that restrictions imposed on 
the granting of a stock option plan will successfully prevent the as- 


cence with respect to the Lehman decision for a withdrawn acquiescence was due mainly to 
the finalization of Reg. Sec. 1.421-6 (1959) as amended by T.D. 6481, 1960 Int. Rev. Butz. 
No. 32, at 34, and T.D. 6540, 1961 Int. Rev. Buuu. No. 9, at 10. See note 46 infra. The 
effective date of the non-acquiescence is based upon the effective date appearing in Reg. 
Sec. 1.421-6(a) (2). The Lehman decision therefore continues to have strong attraction for 
the numerous non-restricted stock option plans granted or exercised prior to September 25, 
1959, where such options contain restrictions having a significant effect on their value. The 
1960 amendment redefined the terms ‘‘employee,’’ ‘‘employer,’’ and ‘‘employment.’’ The 
1961 amendments have no effect upon the basic rules appearing in this section as originally 
enacted in 1959 so far as such rules relate to options having no readily ascertainable fair 
market value caused by restrictions placed on such options. 

24 Although it is possible to apply the Kuchman and Lehman eases to restricted stock 
option plans under section 421 (1954), this article does not attempt to consider that aspect, 
concerning itself only with the applicability of the two decisions to non-restricted stock 
option plans. 

25 230 F.2d 534 (7th Cir. 1956). 

26 See note 20 supra. 

27 MacDonald v. Comm’r, note 25 supra. 
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certainment of a fair market value, provided there is some business 
purpose. In Kuchman, the taxpayer was an individual necessary in 
accomplishing a reorganization. Utilization of the characteristics of 
the options in Kuchman and Lehman together presents difficulties, 
and the caution which has been urged in relying unqualifiedly upon 
the two decisions ** has borne fruit regarding certain non-restricted 
stock options granted or exercised subsequent to September 25, 
1959.*° 

Kuchman and Lehman undermine the Congressional choice favor- 
ing certain types of option under section 421 of the Code. To permit 
unlimited use and reliance upon the two decisions would provide 
well-paid executives with an unduly generous bypass around the 
stock option problem. 

Moreover, Kuchman and Lehman involve an unusually expedient 
approach for converting ordinary income into capital gains by ecre- 
ating harmless but useful restrictions which make value unascer- 
tainable. The corporation need retain only a one-year option to re- 
purchase the stock at its cost to the employee, and condition the 
repurchase option on the employee’s leaving the corporation. Since 
this condition is largely within the employee’s control, he is not re- 
ceiving a bargain that may readily be withdrawn. By the end of the 
year he will hold stock free of restraints ; Lehman implies that any 
subsequent tax assessments must be at capital gains rates, and only 
when the stock is sold, not when the restrictions terminate. 





LIMITATIONS ON KucHMAN AND LEHMAN 


The result in Lehman runs counter to those cases where a taxpayer 
may be held to realize taxable income without disposing of the prop- 
erty giving rise to such taxation. Helvering v. Bruun *® is an exam- 
ple. The Supreme Court held that when property, including a new 
building erected by the lessees, was repossessed by the lessor upon 
termination of the lease, the lessor was taxable in the year of repos- 
session on the increase in value attributable to the new building. The 
Court, in finding a realization of taxable income, stated : ** 


28 Lyon, Capital Gains Benefits Connected with Executive Retirement in PROCEEDINGS OF 
NEw YorK UNIVERSITY TWELFTH ANNUAL INSTITUTE ON FEDERAL TAXATION 384-385 


(1954). 

29 See notes 21 and 23 supra. 

30 309 U.S. 461 (1940). The enactment of section 22(b)(11) (1939), now section 109 
(1954), precluded the repetition of the Bruun decision; its rationale is still persuasive 
authority. 

31 Id. at 469. 
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... While it is true that economic gain is not always taxable as income, it 

is settled that the realization of gain need not be in cash derived from the sale 
of an asset. Gain may occur as a result of . . . profit realized from the comple- 
tion of a transaction. 
Similarly, the lapsing of restrictions may be held to be completion 
of a transaction calling for realization of taxable income without a 
disposal of property. This would make the termination of restric- 
tions a taxable event and be counter to the determination of the Tax 
Court in Lehman. 

Another area where realization of taxable income occurs without 
a transfer of the property appears in escrow situations. The tax- 
payer in such cases realizes taxable income upon the occurrence of 
a specified event, even though there is no transfer of the property 
upon which the taxable event is dependent.* There is good reason 
for treating the termination of restrictions in an analogous manner, 
the purpose in both cases being taxation at the moment that the tax- 
payer has complete ownership of the property involved. 

In addition, the courts may choose to limit the approach in the 
Kuchman and Lehman eases. A possible distinguishing element 
which may be utilized by the courts is that the options in both Kuch- 
man and Lehman were not offered by an employer. In the former it 
was offered by an underwriter, and in the latter it was offered by the 
companies for which Lehman Brothers had worked as an under- 
writer. Thus, a different consequence might occur if the relationship 
was the ordinary employer-employee one, which is the normal situa- 
tion in this area. 

Adherence to Kuchman and Lehman will undoubtedly invite liti- 
gation. As at least one commentator has warned, ‘‘the Kuchman 
type of transaction will probably be consistently attacked because 
the essential issue will always be one of fact, 2.e., whether or not 
there is a reasonably ascertainable fair market value for the re- 
stricted stock.’’ ** As already observed, the courts sometimes deter- 


32 William Holden, 6 B.T.A. 605 (1927) (contract to sell a lease was placed in escrow, 
and the terms of the contract and escrow performed in 1919; since taxpayer-seller did not 
wish to realize the profits in that year, the escrow agent was instructed to pay the proceeds 
in 1920; held the profit from the sale was taxable income in 1919) ; Bedell v. Comm’r, 30 
F.2d 622 (2d Cir. 1929) (profits of sale of building under contract, where part of purchase 
price placed in escrow to await closing, were realized in year contract was completed by 
transfer of title even though performance was not to be made by seller) ; Seletha O. Thomp- 
son, 9 B.T.A. 1342 (1928) (assignment of interest in an oil contract, placed in escrow in 
1919 to secure payment of notes given in part payment therefor, due the following year; 
assignment was to be delivered to the purchaser in 1920 when the notes were paid; gain 
held taxable in 1919 when title delivered). 

33 Wentz, Remedying the Effect of Taxation on Management Ownership in Corporate 
Stock, 48 Nw. U. L. Rev. 456 (1953). 
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mine that the fair market value has been only reduced or depressed 
to a level determined by the parties themselves, viz., resale at the 
option price,** and not completely dissipated for the period of the 
restrictions. 

Other reasons for being wary of undue reliance on Kuchman and 
Lehman stem from the possibility of sham restrictions: ‘‘[I]f there 
is no reason for restricting the disposition of stock except to depress 
the value of the stock for tax reasons, the restriction cannot be relied 
on to accomplish its purpose.’’ * If there is a valid purpose other 
than to accomplish value depression, however, the restrictions have 
a better opportunity of being upheld by the courts. Thus, in Kuch- 
man the taxpayer was an individual who was necessary to the con- 
summation of a reorganization which was then in progress. Tax- 
avoidance was not the predominating motive in offering the option. 

The open transaction aspect of Burnet v. Logan * has also been 
advanced as a reason for being cautious about relying on Kuchman 
and Lehman. When stock is sold at a substantial profit following the 
lapsing of restrictions, it might be held that the entire transaction 
had been an open one which resulted in delayed compensation when 
the sale was made.** This emphasizes the effect of Commissioner v. 
Carter,®> Westover v. Smith,®® and Arrowsmith v. Commissioner.” 
Under these cases a transaction may be determined to remain open 
for the several years required to ascertain the amount of taxable 
income. This follows from the original idea advanced by Logan that 
the promised consideration may be so impossible of valuation at the 
time given, that the promisee’s taxable income will not be known 
until he has recouped his entire basis. 

The application of this approach to Kuchman and Lehman, how- 


84 See Edith G. Goldwasser, supra note 12. See also note 13 supra; Henry S. Parker, 11 
3B.T.A. 1336 (1928). 

35 Bergen, Restricted Stock Options for Executives of Closely Held Corporations in Pro- 
CEEDINGS OF NEw YorK UNIVERSITY ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
158 (1955). See also Rudick, Compensation of Executives under the 1954 Code, 33 TaxEs 
28 (1955). 

36 283 U.S. 404 (1931) See discussion p. 340 supra. 

387 Rice, Incentives for Executives of Small Corporations, 32 TAXES 231 (1954). 

88170 F.2d 911 (2d Cir. 1948) (subsequent payments on contracts incapable of valuation 
at the time of liquidation treated as capital gains, for if the contracts could have been 
valued on liquidation, such value would have produced capital gains). 

89173 F.2d 90 (9th Cir. 1949) (owner on dissolution of the corporation, was assigned a 
royalty contract which could not be valued at that time; subsequently royalty payments 
were taxed at capital gains rates rather than at ordinary income rates). 

40 344 U.S. 6 (1952) (shareholders after liquidation compelled to settle old suit against 
corporation; held to be a capital loss since it was related to and part of the original liqui- 
dation, which was a capital transaction). 
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ever, would appear to be an unnecessary extension of the above men- 
tioned decisions to an area better controlled by other means. A re- 
cent ruling by the Commissioner ** has emphasized this point in an 
attempt to prevent the widespread application of Burnet v. Logan. 
The ruling requires valuation in all but rare and extraordinary sit- 
uations. The Internal Revenue Service apparently feels that valua- 
tion is possible in most cases and is necessary in order to avoid the 
conversion of ordinary income into capital gains through the use of 
open transactions. This view limits the use of the open transaction 
theory in stock option situations, even though the application of the 
theory in this area might possibly result in the realization of com- 
pensation income at the time of sale. 

Asa result of this negative approval by the Commissioner to open 
transactions, it will require strong and overpowering restrictions to 
prevent an ascertainment of value. This will put the examining rev- 
enue agent on guard against the use of unwarranted restrictions and 
might prevent the successful use of the type of option involved in 
Kuchman despite the acquiescence of the Commissioner in that Tax 
Court decision.*” 

The extent to which the Commissioner will go in ascertainment of 
valuation is emphasized by the number of factors considered in the 
valuation of the stock of closely-held corporations.** Among these 
are the nature and history of the business, the economic outlook and 
condition of the industry, the earning capacity of the company, good 
will, and market price of similar stocks traded in the open market. 
Still another consideration is where the issuing corporation has re- 
served an option to repurchase the stock at a certain price, the fair 
market value of the stock is not limited to the option price, although 
the option is to be considered in valuing the stock.** These rulings 
might prevent the use of a procedure, suggested by one commenta- 
tor, whereby a small corporation would combine a restricted stock 
option plan under section 421 with restrictions so that if the value at 
the date of the grant is attacked, the taxpayer would have a second 
opportunity under the Kuchman and Lehman approach.* 

41 Rey. Rul. 58-402, 1958-2 Cum. Butt. 15. 

42 Harold H. Kuchman, 1952-2 Cum. Buu. 2. Although acquiescence by the Commis- 
sioner in a Tax Court decision usually means that the decision will be accepted by him as 
a precedent in similar cases, the Commissioner as the chief revenue administrator has the 
prerogative to revoke or withdraw his acquiescence. See United States v. Stange, 43 F.2d 
593 (W.D. Wis. 1930). 

43 Rev. Rul. 59-60, 1959-1 Cum. Buty. 237. 

44 But see Henry S. Parker, supra note 32 (option price was the value). 


45 Bergen, supra note 35, at 159. One of the more subtle errors possible under this sug- 
gestion revolves around the statute of limitations. A taxpayer should be aware that he may 
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Possibly the greatest obstacle to widespread application of the 
Lehman decision is the Regulations under section 421 governing 
non-restricted stock options.** In determining when income is cre- 
ated and the amount of such income, the Regulations cover a broad 
area, including non-restricted stock options and options to purchase 
other property. They apply to options granted by employers, as well 
as by the parent or the subsidiary of the employer, a shareholder 
thereof, or by any other person. It is limited in operation only to 
those situations where the option is granted for a reason connected 
with the employment of the employee, though the option need not be 
granted to the employee but may be granted to any other person. 

Upon exercise of the option, the employee realizes compensation 
income measured by the difference between the fair market value at 
the time of exercise and the option price. But if the employee does 
not acquire full ownership of the stock at the time it is transferred 
to him, he realizes compensation income at the time he does acquire 
full ownership. The amount of the compensation in such case is the 
difference between the option price and fair market value of the 
stock at the time the employee acquires full ownership. An employee 
does not acquire full ownership when there are restrictions on the 
stock which substantially affect its value; he does not acquire full 
ownership until the restrictions lapse. This last point is directly 
counter to Lehman and is an exposition of the position which the 
Commissioner unsuccessfully urged in the Lehman case. 

Thus, if stock is transferred to an employee for $50 a share pur- 
suant to his exercise of a non-restricted stock option, subject to a 
restriction that the stock may not be sold by him as long as he is em- 
ployed by the grantor, the restriction would materially affect the 
value of the stock, and income would not arise until the lapse of the 
restrictions. If the stock is worth $100 a share when the restriction 
lapses, the employee is deemed to have received compensation in- 
come in the amount of $50 a share, and his basis for the stock is ac- 
cordingly adjusted. 

It would appear that the Commissioner recognizes the tenable 


not have ‘‘ succeeded in his attempt’’ even though the statute of limitations on the suspected 
option transaction may have expired. Section 1312(7) (1954) may, in its technical com- 
plexities, have some bearing on permitting the Commissioner at a subsequent time to de- 
termine fair market value and thus issue a deficiency notice for unpaid compensation in- 
come taxes. Basis does enter this area, since the employee’s basis for the stock is increased 
by the amount of gain, if any, recognized at the time of the exercise of the option. 

46 Reg. Sec. 1.421-6 (1959). Although the Regulations must be followed unless unreason- 
able or inconsistent with the revenue statutes, they are not absolutely binding on the courts. 
Comm ’r v. South Texas Lumber Co., 333 U.S. 496 (1947). 
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position in Kuchman ** and MacDonald,* while forcibly re-empha- 
sizing his discontent with the result in Lehman.” This is probably 
the most important reason for not relying unqualifiedly on Lehman 
in connection with non-restricted stock option plans granted or exer- 
cised prior to September 25, 1959, the effective date of the Regula- 
tions, where such options contain restrictions which have a signifi- 
cant effect on their value. The possible repercussions affecting the 
taxpayer would certainly include litigation in the Tax Court, since 
it is doubtful whether the Commissioner wili retreat from his posi- 
tion as described above.” 


ConcLUSION 


The persistence of the Commissioner in promulgating in the Reg- 
ulations his unsuccessful approach in Lehman is fair warning of 
the attitude of the Service in regarding the termination of restric- 
tions as a taxable event even as to those non-restricted options 
granted or exercised prior to September 25, 1959, when such options 
contain restrictions of a questionable nature. This is a desirable 
approach in view of the generous and obvious manner of converting 
compensation income into capital gains which would accrue from 
rigid adherence to Lehman. If that decision were allowed to stand, 
the tax repercussions would be startling. Restricted stock option 
plans would be utilized to bring even greater benefits to the already 
favored high-salaried executive. The policy of the entire revenue 
system bars such easy conversion of ordinary income into capital 
gains. Furthermore, widespread use of the Lehman method would 
undoubtedly result in large revenue losses when one considers the 
income tax bracket of most of the optionees. It is proper, therefore, 
to approve the Commissioner’s attempt to prevent wholesale by- 
passing of the spirit and letter of the Code. 

The decisions in Kuchman and MacDonald, on the other hand, are 
a logical and proper solution to a difficult problem. Their approach 
eliminates the unfairness of guesswork where restrictions are so 
overpowering as to prevent any reasonable ascertainment of a fair 
market value. But the taxpayer must tread with caution. The Com- 
missioner’s presumption of a fair market value is deemed to be cor- 
rect, and the taxpayer will have the burden of proving by expert evi- 
dence that there is no fair market value. This is a difficult task, but 


47 Harold H. Kuchman, 18 T.C. 154 (1952). 

48 MacDonald v. Comm’r, 230 F.2d 534 (7th Cir. 1956). 
49 See note 21 supra. 

50 See notes 11 through 15 supra. 
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an adequate showing of business need, coupled with proof that the 
plan would have been effected even if the tax motives had not been 
so strong, should help considerably to sustain the absence of fair 
market value caused by the restrictions. This determination of no 
fair market value does not provide complete tax freedom to the tax- 
payer, but merely postpones taxation to a later time, a practice 
uniformly approved and consistently utilized in the sections of the 
Code dealing with tax-free exchanges. The Kuchman approach 
would merely extend that practice to a situation not expressly cov- 
ered by the Code in an area which would not abuse such extension 
provided that the Commissioner’s Regulations with regard to 
Lehman are followed. 
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Book Reviews 


FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS. By Boris I. 
BirrKer. Hamden, Conn. : Federal Tax Press, 1959. Pp. 422. $12.50. 


With all respect to Wordsworth and Milton, it is Thomas Hobbes who 
should be living at this hour, fixing his eye on things surveyed herein. Nasty 
and brutish this part of our tax law would surely seem, but hardly short. 

For the matters treated by Professor Bittker involve the most complex pro- 
visions of our income tax law, provisions which one thus suspects are the most 
complex ever evolved in any body of law at any time in recorded history. This 
is the land of corporate distributions and changes: of reorganizations, liquida- 
tions, and ‘‘spin-offs’’ ; of stock dividends, ‘‘bailouts,’’ and redemptions ; and, 
perhaps worst of all, of ‘‘collapsible’’ corporations, as to which the 1958 
amendments, supposedly relief provisions, added what must be the longest 
sentence ever drafted, found in section 341(e) (1). 

Even where the words of the Code seem clear, one must be wary. The law 
or the facts may not be what they seem. What looks like debt may be treated 
as stock for tax purposes. Substance may prevail over form, but one needs an 
expert touch to know when and how. The statute may have meaning beyond 
what appears from its words just as—so Learned Hand has told us—‘‘a 
melody is more than the notes.’’ It may be infused with a purpose not dis- 
closed but somehow ascertainable by judges. Tax-avoidance motives may be 
relevant but not necessarily fatal. This is the great breeding-ground for ju- 
dicial pronouncements of principle and approach to decision of tax cases 
which must be somehow taken into account though their bearing may be un- 
certain and Janus-faced. Finally, we may have to wonder whether we have a 
corporation at all, or at least one where normal treatment is expected. What 
is in form a partnership or trust may be treated as a corporation for tax pur- 
poses. And sometimes what is in form a corporation may be disregarded by 
the courts, may elect not to pay a corporate tax, or may find itself to be a per- 
sonal holding company. 

In this strange land one would surely be lost without guide or compass. 
Where should one turn? Secondary sources offer themselves aplenty, for 
the demand is great. There are committee reports, Service regulations and 
rulings, the well-known tax ‘‘services,’’ the tax ‘‘institutes’’ that have now 
spread about the country, and numerous articles in law and accounting jour- 
nals. It almost seems that one also needs a guide to the guides. 

In this welter of complexity and confusion, Professor Bittker’s aim was 
ambitious, worthy, and useful. It was to give us, in little more than 400 pages, 
a guide which would communicate the major points and problems, make it as 
readable as the subject-matter permits, and tell us where to look for more. 
Further, to be current in a fast-changing field, the job required doing in 
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short order under what must have been a full head of steam. Thus, no one 
could undertake it who had not, like the author, already cleared much of the 
ground in prior articles (which inevitably seem the strongest parts of the 
book) on many subjects taken up as chapters here. 

Professor Bittker has more than succeeded. He has produced a book for 
which a wide range of persons dealing with the tax law should feel grateful. 
Originating as a set of materials to guide law students through Subchapter 
C, it was, the author’s preface tells us, revised and expanded in the hope that 
it ‘‘ will be useful to a wider audience, including practicing attorneys, account- 
ants, and tax executives, without losing its interest for law students.’’ This 
hope seems amply justified. The reviewer can testify that the book has been 
considered of immense value by students in his classes where it has been used 
as part of the prescribed materials. 

But its range of utility is far broader and could readily prove itself to any- 
one—even the most experienced—dealing with this vital part of the tax law. 
While the book is a tremendous aid to the beginner, it is more than a primer 
which merely translates complex Code sections into lucid English and ex- 
plains their aims and defects. Woven into the text are numerous meaningful, 
well selected references to cases, rulings, and committee reports, and also to 
many articles where one may turn for lengthier treatment. Even on many 
quite special problems one may find aid neatly tucked away perhaps in a foot- 
note where it will not hinder anyone swimming in the main stream. 

It is hard to believe that so much could be packed into such a short volume 
without loss of clarity. One must sample it to see for oneself. Anyone who does 
so must end by feeling it is a real masterpiece of concision and one which 
only a few—a very few—tax men could come close to producing. 

—Cuar.Es S. Lyon * 








COMMON MARKET FISCAL SYSTEMS. By E. B. Norrcuirre. London: Sweet and 
Maxwell Limited, 1960. Pp. viii, 90. 21s. 


To summarize the tax systems of five Common Market countries—Luxem- 
bourg is left out—in 77 pages, with 11 more dealing with the United King- 
dom, and to do it well, is an achievciuent. It requires a vast store of knowledge, 
most of which, like the traditional iceberg, must be below the surface. The 
English have a saying that man in front of an income tax form loses his rea- 
son. This is the more so when it is a foreign form, grounded in such marvels 
of complexity as the French or Italian systems. But Mr. Nortcliffe can write 
simply about these complex matters; this is an excellent short guide through 
the maze. 

The book grows out of a series of articles that appeared in the British 
Tax Review in 1959, revised and brought up to date to take account of such 
late developments as the French tax reform of December, 1959. Each chapter 


* Professor of Law, New York University School of Law. 
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deals with a single country: personal income tax, corporation income tax, 
treatment of foreign income, capital gains, depreciation, death duties, local 
taxes ; all are covered. There are also sections of special importance for those 
of us, weaned on the income tax, who are perpetually astonished at the im- 
portance on the Continent of taxes other than the income tax. These sections 
deal with such major fiscal machines as France’s value-added tax, the Ger- 
man, Italian, and Belgian turnover taxes, and those Continental taxes on 
movements of capital that hide under the deceptively simple name of ‘‘regis- 
tration taxes.’’ Not only do these taxes raise more money in some countries 
than the income tax, they may have more impact on business transactions.* 

The treatment in the book of the non-income taxes is not always consistent. 
Mr. Nortcliffe describes Germany’s important ‘‘municipal trade tax’’ with- 
out a comparable discussion of France’s somewhat similar ‘‘ patente.’’ Never- 
theless, the author does substantial justice to most of these taxes, and in a 
style we can understand. There is no use of the sententious passive, no sen- 
tences like ‘‘ deductibility is not conditioned on adequate withholding having 
been made.’’ The British overtones are not too many for American readers. 
It is not important that Mr. Nortcliffe says ‘‘stocks’’ for what we think is 
‘‘inventory,’’ or ‘‘notional income’’ for ‘‘imputed.’’ Indeed, we may have 
something to learn from British usage. There some taxpayers ‘‘suffer’’ unre- 
stricted liability while others do not; some goods ‘‘suffer’’ higher taxation 
than others. 

Slim though the book is, it has some fascinating tidbits. Italy treats as 
wages 40 per cent of the amount of fixed expense allowances. Is that a fair 
measure of the personal benefits in our own expense allowances? The invest- 
ment credit recommended by the President’s Task Force on Taxation has a 
counterpart in Belgium’s treatment of ‘‘complementary investments,’’ grant- 
ing ‘‘an investment allowance for net new investment, i.e., the excess of cap- 
ital expenditure over the amount transferred to depreciation funds during 
the year.’’ And it is especially interesting to see that while particular prac- 
tices vary from country to country, there are parallels in the total burden of 
taxation. 

The only potentially misleading statement I find seems to have its origin in 
the problem of updating the British Tax Review articles to take account of 
new developments. The article on France reported as of 1959 that ‘‘no pro- 
portional tax is payable by a resident individual or company on industrial 
and commercial profits derived from a business carried on outside France.’’ ? 
Thereafter, the 1959 tax reform abolished both the proportional tax and an 
additional tax, the progressive surtax, replacing the two with a single ‘‘in- 
dividual income tax.’’ Now the sentence reads, ‘‘ No tax is payable by a resi- 


1 There is a story in Europe about the international agency which selected a particular 
Common Market country as the site for a plant in return for exemption from income tax. 
The agency did not also obtain exemption from indirect taxes; it now finds the host country 
collecting more in those taxes each year than the country’s total capital contribution to the 
enterprise. 

21959 BritisH Tax REv. 280. 
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dent on industrial and commercial profits derived from a business carried on 
outside France.’’ * This remains true as to corporations with foreign branches, 
but not, under the new system, as to individuals. 

But such minor matters (necessary to every reviewer) do not detract from 
the book’s utility and interest. As a guide to the Common Market it does not 
stand alone; it must take its place with earlier English works* and with a 
rising tide of books in other languages as well: French ® and German,® for 
example, to say nothing of Dutch and Italian. Harvard’s World Tax Series, 
with six volumes in print, will eventually cover the Common Market too. 

But an American law office can start with Nortcliffe as the best short guide. 
Perhaps in the long run Europe will indeed be relegated to a minor position 
in the world as the new ‘‘New World’’ of Asia and Africa rises up. We may 
nevertheless assume that for years to come United States investment within 
the Common Market will continue. Regardless of the gold drain, that invest- 
ment may even have to increase. As German and Benelux tariffs are driven 
upward by the Common Market while intra-Market rates go down, this scis- 
sors of discrimination against our exports (and others) may force more Amer- 
ican firms to set up plants inside the wall.’ By the same token, more firms will 
have to know about taxation in the Common Market. 

At the same time, United States investment within the Seven, the European 
Free Trade Area, continues too. Let us hope that Mr. Nortcliffe will follow 
this guide to the Six with an equally useful little book on the Seven. 

—Martin Norr * 
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3 P. 57. 

4 See, for example, FEDERATION OF BRITISH INDUSTRIES, TAXATION IN WESTERN EUROPE 
(3d ed. 1959); and the periodic supplements to INcomME TaxEsS OUTSIDE THE CoMMON- 
WEALTH (HER MAJESTY’sS STATIONERY OFFICE). 

5 See, for example UNION DES INDUSTRIES DE LA COMMUNAUTE EUROPEENE, PARIS AND 
Bern, Les SysttMES FISCAUX DES PAYS MEMBRES DE LA COMMUNAUTE ECONOMIQUE 
Evuropf£enE (1960); 5 Dror DES AFFAIRES DANS LES Pays pu MArcHé Commun; R&- 
GIMES Fiscaux (Editions Jupiter, Paris); Reboud, Diversités de Systémes Fiscaux et 
Marché Commun (Multigraphed Thesis, Faculté de Droit et des Sciences Economiques, Uni- 
versité de Paris, 1959). 

6 RADLER, Diz DIREKTEN STEUERN DER KAPITALGESELLSCHAFTEN UND DIE PROBLEME DER 
STEUERANPASSUNG IN DEN SECHS STAATEN DER EUROPAISCHEN WIRTSCHAFTSGEMEINSCHAFT 
(International Bureau of Fiscal Documentation, Amsterdam, 1960). 

7 For an interesting analysis of this problem of discrimination, see Wallenberg, Europe 
and the World Economy in EKoNOMISK ReEvy 60 (English language offprint, Nos. 1 through 
6 (1960) ; Swedish Banks Association, Stockholm). 

* Member of the Massachusetts and New York Bars and of the staff of the International 
Program in Taxation, Harvard Law School. 














Selected Tax Reading” 


CERTAIN Tax PROBLEMS INVOLVED WITH THE ACQUISITION OF STOCK PURCHASE 
WARRANTS IN CONNECTION WITH INVESTMENTS. By Matcom E. Osporn. 
40 B.U.L. Rev. 400 (1960). 


The author analyzes the tax consequences flowing to the acquirer of stock 
purchase warrants in three basic transactional patterns: (1) warrants re- 
ceived as additional compensation for a loan; (2) warrants received in lieu 
of commitment fees ; and (3) warrants purchased as part of a package which 
includes securities and warrants. The varying tax consequences which arise 
in these three situations are examined in detail in the light of the relevant 
statutes, cases, and rulings thereon. 


Is IntEREst DEDUCTIBLE ONLY IF THE Dest Has a Nontax Prorit PurPOsE? 
By Wiuiam H. Harrar. 13 J. Taxation 258 (1960). 


An intensive analysis of the recent body of litigation dealing with the de- 
ductibility of interest paid in connection with transactions heavily freighted 
with tax-motive and tax-avoidance implications. This area has not only pro- 
duced a recent decision by the Supreme Court, but is also a subject which all 
close students of the tax law may not long ignore despite its admitted com- 
plexity. It should be noted that this article does much to give perspective to 
the decisions in this field and to guide the initiate through the intricacies of 
some truly elaborate tax reduction devices. 


Income Tax CONSEQUENCES OF SALES OF ASSETS BETWEEN RELATED CorRpo- 
RATIONS. Note, 60 Cotum. L. Rev. 179 (1960). 


MULTIPLE ATTACK ON MULTIPLE CorPoRATIONS, THE. By Ernest R. Morten- 
son. 35 Taxes 647 (1957). 


MULTIPLE INCORPORATION To OptTarIn ADDITIONAL ACCUMULATED EARNINGS 
CREDITS 4ND SurTAX Exemptions. Note 44. Minn. L. Rev. 485 (1960). 


MouutreteE Tax Benerits THrouegH Mu.tiete INcorPoRATION: SomE 
THOUGHTS ON THE Law As It Is anp As It Ouaut To Br. By Dean E. 
SHarp. 40 B.U.L. Rev. 375 (1960). 


The subject of multiple corporations has elicited much comment of late 
by writers in the tax field, resulting in several articles of more than passing 
interest. This area abounds with problems of a particularly exotic and evanes- 
cent nature which demand the ultimate in sophistication and analysis from 


* Compiled by James S. Eustice, Assistant Professor of Law at New York University 
School of Law. 
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tax counsel, e.g., the sham doctrine, form versus substance, and when should 
the corporate entity be disregarded ; assignment of income questions and the 
choice of the proper taxable entity; problems of allocating income, deduc- 
tions, and credits, ete. among ‘‘related’’ entities ; sections 269 and 1551 prob- 
lems ; and what is an ‘‘association’’ taxable as a corporation for federal in- 
come tax purposes. The above four articles are illustrative of several such 
articles which analyze one or more of the above problems as they arise in 
the context of the multiple corporation area. 


Mou.tieLte DeatH TAXATION IN THE UNITED States. By Haroutp Marsu, JR. 
8 U.C.L.A. L. Rev. 69 (1961). 


This article presents a comprehensive survey and analysis of the past and 
present status of the law dealing with the problems of multiple state taxation 
of property of a decedent at his death. The author discusses in detail the var- 
ious questions of foreign situs, double domicile, and cooperative state action 
taken to date to reduce the potential burden of multiple taxation. He also 
makes some specific recommendations for further legislation to clarify and 
amend certain existing principles in this field. 


RECENT PROPOSALS ON THE TAXATION OF ESTATES AND Trusts. By JESSE R. 
FILLMAN AND RicHArRD J. BarRNET. 41 B. U. L. Rev. 35 (1961). 


This article analyzes in detail some of the major features of the recent pro- 
posals of the Advisory Group and the House Ways and Means Committee for 
amending Subchapter J of the Code dealing with the rules for the income 
taxation of trusts and estates. The various problems explored at length by 
the authors in this paper include such technical mazes as multiple trusts, the 
tier system, foreign trusts, and proposals in regard to amending the so-called 
‘‘throwback’’ rules. It is the authors’ view that this extremely complicated 
field is currently pregnant with change, thus assuring this article of timely 
and thought-provoking significance. As in so many phases of tax law, the 
practitioner is required to be aware not only of the law as it is, but also as it 
is likely to become. This article fulfills both of these needs with admirable 
clarity and timeliness. 











Loss Carryovers in Chapter xX 
Reorganizations 
ROBERT A. KRANTZ, JR. 


Jue the greater part of our income tax history, and continuously 
since 1939, a corporation which has suffered a net operating loss in 
one taxable year has been permitted to utilize the loss as a deduction 
in computing its taxable income in a limited number of succeeding 
years.’ Prior to 1954 there were few, if any, practical restrictions 
upon the availability of the deduction to the corporate entity which 
sustained the loss.” So long as its legal identity was preserved, the 
corporation was regarded as the same taxpayer that had incurred 
the loss, and it was therefore entitled to the deduction. At the same 
time, it was generally understood that no other taxpayer could claim 
the deduction. Thus, under the Supreme Court’s pronouncement in 
New Colonial Ice Co. v. Helvering,® the successor corporation in a 
so-called ‘‘tax-free’’ reorganization was denied the carryover unless 
it could establish that its legal identity had survived the transac- 
tion.* 


Ropert A, Krantz, Jk. (B.A., Yale University, 1954; M.A., Wichita University, 1957; 
LL.B., Harvard University, 1960) is a member of the Colorado Bar and an associate of 
the law firm Holland & Hart, Denver, Colorado. 

1 The first ‘‘ net loss’’ carryback and carryover provision appeared in 1918, and although 
the carryback provision was dropped in 1921, the carryover allowance was retained until 
1934. Revenue Act of 1918, Sec. 204(b), 40 Stat. 1061 (one-year carryback, one-year carry- 
over) ; Revenue Act of 1921, Sec. 204(b), 42 Stat. 231 (no carryback, two-year carryover) ; 
Revenue Act of 1932, Sec. 177(b) (d), 47 Stat. 207 (one-year carryover applicable to tax 
years after 1929). There was neither a carryback nor carryover provision from 1934 to 
1939. In the years from 1939 to the present, the carryover period has again fluctuated. 
I.R.C. § 122 (1939) (two year carryover), amended by Revenue Act of 1942, Sec. 153, 56 
Stat. 847 (added two-year carryback), further amended by Revenue Act of 1950, Sec. 215, 
64 Stat. 937 (one-year carryback, five-year carryover). As originally enacted, section 172 
(1954) allowed a two-year carryback and a five-year carryover. In 1958 this was amended 
to allow a three-year carryback. Small Business Tax Revision Act of 1958, Sec. 203, 72 Stat. 
1678. The loss carryback is not discussed in this article. It should rarely be of significance 
in a Chapter X reorganization. 

2 See, e.g., Northway Securities Co., 23 B.T.A. 532 (1931) ; Alprosa Watch Corp., 11 T.C. 
240 (1948). But see Mill Ridge Coal Co. v. Patterson, 264 F.2d 713 (5th Cir. 1959), cert. 
denied, 361 U.S. 816 (1959) ; Willingham v. United States, 61-1 U.S.T.C. { 9401 (5th Cir. 
1961). 

3 292 U.S. 435 (1934). 

4 Following a statutory merger, it was not clear whether the surviving corporation was 
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The Internal Revenue Code of 1954 reverses this policy in at least 
two important respects. First, it places a specific limitation upon the 
use of the carryover by the corporation which has sustained the loss. 
Section 382(a) now disallows the deduction in its entirety if there is 
a fifty per cent change in the stock ownership of the ten largest stock- 
holders due to purchases by them or to reductions in the outstanding 
stock within a two-year period, and if the corporation has failed to 
continue substantially the same trade or business as that conducted 
before the change in stock ownership.’ In contrast to this new re- 
striction, the other important change operates to extend the avail- 
ability of the deduction. Section 381 allows the acquiring corpora- 
tion in certain reorganizations described in section 368 to succeed to 
the net operating loss of the transferor, provided that the transferor 
qualifies for non-recognition of gain or loss on the transfer of its 
property under section 361.° This provision is subject, however, to 
the restrictions of section 382(b). Except in cases where ‘‘the trans- 
feror corporation and the acquiring corporation are owned substan- 
tially by the same persons in the same proportion,’’ this section de- 
nies the deduction pro tanto if the interest of the loss corporation’s 
stockholders in the acquiring corporation falls below twenty per 
cent of the value of its outstanding stock. 
regarded as the same or a different taxable entity. To some extent t's seemed to turn upon 
the wording of the applicable state statute and to some extent upon the practical similarities 
and differences between the pre-merger taxpayer and the successor corporation. See Helver- 
ing v. Metropolitan Edison Co., 306 U.S. 522 (1939) ; Stanton Brewery, Inc. v. Comm’r, 176 
F.2d 573, 576 (2d Cir. 1949) ; Koppers Co. v. United States, 134 F.Supp. 290 (Ct.Cl. 1955), 
cert. denied, 353 U.S. 983 (1957). In the former case, the question was the successor cor- 
poration’s right to amortize debt discount and expense arising from the issuance of bonds 
by one of its predecessors, and in the latter two it was whether the successor could carry 
back an excess profits credit to pre-merger years; but the reasoning would seem to apply 
equally in determining the taxpayer entitled to the loss carryover. See also Moldit, Ine. v. 
Jarecki, 45 A.F.T.R. 1014 (N.D. Ill. 1953) ; Lent, Net Operating Loss Carryovers and Cor- 


porate Mergers, 11 THE Tax EXECUTIVE 241, 243-244 nn. 7 and 8 (1959). In Libson Shops 
v. Koehler, 353 U.S. 382 (1957), the Supreme Court held that the successor in a merger of 


sixteen corporations was not entitled to the loss carryovers of three of the merged cor- - 


porations even if it might be the same ‘‘taxpayer’’ under the corporate-entity test. The 
Court did not purport to pass on the applicability of the latter test, but at least one Court 
of Appeals has construed Libson Shops to substitute a continuity-of-business rationale. 
F. C. Donovan, Inc. v. United States, 261 F.2d 470, 476 (1st Cir. 1958). See discussion pp. 
396-400 infra. 

5 For purposes of determining stock ownership, section 382(a) (3) (1954) provides that 
the attribution rules of section 318 (1954) shall apply without the 50 per cent limitation 
on attribution between stockholders and corporations. ‘‘Stock’’ is defined in section 382 (¢) 
(1954) as all shares except non-voting and non-participating preferred stock. 

6 Section 381 (1954) also applies to the acquiring corporation following liquidation of 
an 80 per cent controlled subsidiary under section 332 (1954), except in cases which fall 
within section 334(b) (2) (1954), where the parent has purchased 80 per cent of its stock 
within the preceding two years. 
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In view of the obvious connection between an accumulation of loss 
years and possible insolvency of the corporation, it is perhaps 
anomalous that there is no provision which specifically governs the 
availability of the loss carryover following creditors’ reorganiza- 
tions. The purpose of this article is to consider the effect of the new 
sections upon the loss carryover in a Chapter X reorganization un- 
der the Bankruptcy Act.’ In this regard, it will be particularly im- 
portant to bear in mind two of the above provisions: first, the re- 
quirement of section 381 that section 361 apply to the transfer ; and 
second, the above-quoted exception to section 382(b). 

Naturally, the net operating loss deduction is not the only tax 
consideration which must be taken into account by the trustee in a 
Chapter X proceeding or by other parties who may be responsible 
for preparing the plan of reorganization. Stockholders and credi- 
tors who participate in the reorganization will generally wish to post- 
pone their recognition of gain, if any, and to recognize loss imme- 
diately. These preferences will vary with the basis of the individual 
in his stock or claim and with the degree of the corporation’s insol- 
vency which will determine the extent of his participation under the 
plan. At the corporate level, other than the preservation of the loss 
carryover, two of the most important objectives are non-recognition 
of income from discharge of indebtedness and maintenance of a con- 
tinuity in the basis of the insolvent corporation’s assets in the hands 
of the reorganized concern. Where the plan calls for a transfer of 
the debtor’s property to a different corporation, it may in some in- 
stances be important to assure non-recognition of gain on the trans- 
fer. Finally, the debtor will in most cases have a deficit in earnings 
and profits. Where this is so, it will, if possible, be desirable to carry 
this forward as well as the loss deduction. 


Statutory Provisions 


Since 1938, section 268 of the Bankruptcy Act has provided that 
no income is to be recognized to a corporation by reason of dis- 
charge of its obligations in a Chapter X proceeding.® Since 1944, 
when sections 112(b) (10), 112(1), and 113(a)(22) were added to 
the 1939 Code,° each of the other incidents described above, save the 
loss and earnings and profits carryovers, has been specifically gov- 


7 Secs. 101 through 276, 52 Stat. 883 (1938), as amended, 11 U.S.C. §§ 501 through 676 
(1958). 

8 52 Stat. 904 (1938), 11 U.S.C. § 668 (1958). 

9 Added by Revenue Act of 1944, Sec. 121, 58 Stat. 41, now I.R.C. §§ 371(a)(1) and (b) 


and 372(a) (1954). 
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erned by statute in certain types of Chapter X reorganizations. If 
an insolvency reorganization was as described in section 112(b) 
(10), then under that section no gain or loss was recognized on the 
transfer of its properties for stock or securities except to the extent 
of boot received and not distributed. Section 112(1) provided that 
stockholders and security holders should recognize neither gain 
nor loss on the receipt of stock or securities in the post-reorganiza- 
tion corporation in exchange for the relinquishment of their stock 
or securities in the debtor corporation. Probably the most signifi- 
cant of the 1944 additions was section 113(a) (22), which allowed 
the transferee corporation in a Chapter X reorganization the same 
basis in the property transferred as that of the insolvent corpora- 
tion. This immunized the transfer from section 270 of the Bank- 
ruptey Act,’ which would otherwise require a reduction of basis by 
the amount of income deemed tax-free under section 268. 

These provisions, which appear in substantially the same form 
in sections 371 and 372 of the 1954 Code, did not apply to all reor- 
ganizations under Chapter X. The Bankruptcy Act provides that a 
plan under Chapter X may be accomplished either by a transfer of 
the corporate assets to a new or different corporation or by a read- 
justment of the capital structure of the debtor corporation itself.” 
The 1944 reorganization provisions did not extend to the latter pro- 
cedure. Each of the operative sections required that the reorganiza- 
tion be as described in section 112(b) (10). This section, now reen- 
acted as section 371(a), referred only to the transfer of property 
by a non-railroad corporation under court order in a receivership, 
foreclosure, or Chapter X proceeding to another corporation ‘‘or- 
ganized or made use of”’ to effectuate the plan of reorganization 
approved by the court. 

As far as this pertained to Chapter X, what was described was 
the Bankruptcy Act equivalent of the equity receivership. As a ve- 
hicle for reorganization, the equity receivership was the forerunner 
of Chapter X in the federal courts. The pattern is a familiar one. 
At the judicial sale the assets of the debtor were purchased either 
by a corporation to which the creditors had assigned their claims in 
return for the issuance of its stock, or by the committee or nominee 
of the creditors who would then convey the property to the new cor- 
poration in exchange for its stock. Because they could use their 


10 52 Stat. 904 (1938), as amended, 54 Stat. 709 (1940), 11 U.S.C. § 670 (1958). The 
1940 amendment, which applied retroactively to 1938, provided that the basis of any par- 
ticular property should not be decreased to an amount less than the fair market value of 
the property as of the date of confirmation of the plan. 

11 See. 216(10), 52 Stat. 895, 11 U.S.C. § 616(10) (1958). 
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claims as payment, the creditors could easily outbid any other 
potential buyer at the sale. Thus, it was not in practice a real sale 
at all, but simply a conveyance to the assenting creditors at a mini- 
mum ‘‘upset’’ price predetermined by the judicial valuation of the 
debtor’s properties. Nevertheless, this procedure was necessary in 
order to allow dissenting creditors to receive their proportionate 
shares of the proceeds in cash and to insure that the transferred 
property would be free of claims against it in the hands of the old 
corporation. 

Under Chapter X, of course, it is no longer necessary to follow 
this formal procedure. Dissenting creditors have no right to pro 
rata cash payment if two-thirds of the creditors of their class, and 
a majority of the stockholders if the corporation is solvent, have 
approved the plan and if it has been confirmed by the court.’ The 
fiction of the judicial sale is no longer necessary to cut off outstand- 
ing claims against the property.’* Accordingly, although ‘‘sale at a 
fair upset price’’ is still a common, because familiar, method of 
arranging the mechanics of a creditors’ reorganization, the pur- 
poses of the reorganization can generally be accomplished by re- 
capitalization of the debtor corporation itself. But because this 
alternative procedure is not covered by section 371(a), it is neces- 
sary to design the reorganization to include a transfer of the debt- 
or’s property to another corporation in order to secure advantage 
of the explicit basis provisions in section 372 (old section 113(a) 
(22)). Where this is done, the loss carryover will be available, if at 
all, only by virtue of section 381. 


Doss Section 361 ‘‘ Appiy’’ Tro Cuaprer X TRANSFERS? 


It is at this point that we encounter the first serious difficulty 
with the intricacies of the new loss carryover provisions. As has 
been observed, in order for section 381 to apply to the acquiring 
corporation, it is necessary (1) that section 361 apply to the trans- 
fer of property, and (2) that the transfer be in connection with one 
of four particular types of reorganization defined in section 368. 
Section 361, in turn, depends upon the definition of a reorganiza- 
tion, for it provides that a corpo.ation which is a party to a reor- 
ganization shall recognize neither gain nor loss on the transfer of 
its property ‘‘in pursuance of the plan of reorganization, solely for 
stock or securities in another corporation a party to the reorgan- 
ization.’’ It further provides for non-recognition of gain or loss if 


12 See. 179, 52 Stat. 892 (1938), 11 U.S.C. § 579 (1958). 
18 Sec. 224(1), 52 Stat. 898 (1938), 11 U.S.C. § 624 (1958). 
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boot is received and distributed in pursuance of the plan if, except 
for the boot, the exchange would qualify for non-recognition under 
the general provision. If the boot is not distributed under the plan, 
then gain is recognized, but only to the extent of the boot. 

Thus section 361 has exactly the same effect in non-insolvency 
reorganizations that section 371 has in reorganizations under Chap- 
ter X. Except for the reorganizational differences, the wording is 
substantially the same in each section. In fact, prior to 1954, the 
boot provisions which now appear separately in sections 361 and 
371 were contained in the same section of the 1939 Code. 

Section 361 appears in Part III of Subchapter C. Section 368 is 
in the same Part and provides in subparagraph (a) (1) that the reor- 
ganization definitions of that section are applicable only ‘‘for pur- 
poses of parts I and IJ and this part.’’ This means that the transfer 
under section 361 must be in pursuance of a reorganization defined 
in section 368. Section 371 and the specific creditors’ reorganization 
provisions appear in Part IV. Where the reorganization qualifies 
solely under section 371, it is therefore clear that section 361 does 
not apply. For purposes of the transferor’s gain or loss, of course, 
this is immaterial. Each section provides for non-recognition. The 
problem arises in connection with section 381, for there is a large 
body of case law, arising under the statute as it stood before section 
112(b) (10) was added in 1944, which makes it clear that a creditors’ 
reorganization under Chapter X (or its predecessor Section 77B) 
can, at least in some instances, qualify within the general defini- 
tions of section 368, as well as within the specific insolvency sec- 
tions in Part IV.” The question then is whether section 361 may 
be said to ‘‘apply’’ to a transfer in connection with a reorganization 
defined in section 368 in cases in which the same reorganization is 
also described in section 371, and thereby accorded identical tax 
treatment under that section. The application of the loss carryover 
provisions of section 381 depends upon the answer. 

From the statute itself, it is difficult to find any positive indication 
one way or the other. On the one hand, it may be insisted that the 
very purpose of including the section 361 requirement in section 381 
was to exclude from the operation of the latter any transfer to which 
section 371 may apply.** This argument might rest upon the proposi- 


14T.R.C. § 112(c) (1939), added by Revenue Act of 1944, Sec. 121(d) (1), 58 Stat. 43. 

15 See, e.g., Helvering v. Alabama Asphaltic Limestone Co., 315 U.S. 179 (1942) ; Aleazar 
Hotel, Ine., 1 T.C. 872 (1945) ; Southland Ice Co., 5 T.C. 842 (1945). See discussion pp. 
367-368, 371, and 373 infra. 

16 See Cohen, Phillips, Surrey, Tarleau, and Warren, The Internal Revenue Code of 1954: 
Carry-overs and the Accumulated Earnings Tax, 10 Tax L. REV. 277, 279-280 (1955), 
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tion that where the effect of a transaction is specifically described 
by one statutory section and only incidentally covered by another, 
the specific provision is controlling and that therefore section 361 
cannot ‘‘apply’’ because there is nothing for it to apply to. 

Advocates for the opposite construction would say that this argu- 
ment only restates the conclusion. They would point out that if there 
was a purpose to exclude from the carryover provisions all reor- 
ganizations which are described in section 371, it would have been 
simple to have said so in uncertain terms. They might add that it is 
unnecessary to refer to section 371 in order to explain the inclusion 
of the section 361 requirement; in effect, it added the independent 
requirement that the acquiring corporation be a party to the reor- 
ganization. 

Whatever may be thought of these arguments, it seems clear that 
neither finds any support in the legislative history of section 381. 
From the committee reports one must conclude that the problem was 
either ignored or considered unworthy of comment."” 

In the absence of Congressional guidance, it might seem sensible 
to ask whether there is any separate indication in the statute, or in 
cases which have arisen under the pre-1954 Code, that where a eredi- 
tors’ reorganization is described in what is now Part IV, only the 
provisions of that Part shall apply. If irreconcilable tax results de- 
pended upon which of two possible sections governed the transac- 
tion, it would have been important to decide which was controlling. 
The trouble with this line of approach is that there does not seem to 
be any conflict between the general reorganization and the insol- 
vency reorganization provisions. Where a reorganization is de- 
scribed by both sections 368 and 371, we have already observed that 
sections 361 and 371 would each require non-recognition of gain or 
loss to the transferor corporation. Stockholders and security holders 
would likewise be treated the same under either section 354 or sec- 
tion 371(b). Under section 372 the acquiring corporation is not re- 
quired to reduce basis by reason of discharge of indebtedness in the 
court proceeding, but this is supplementary to, not in conflict with, 
the provisions of section 362(b), which give the acquiring corpora- 
tion in a section 368 reorganization the basis of the transferor in- 
creased by recognized gain. 
which apparently assumes, though without explanation, that if a reorganization is de- 


scribed by section 371, the acquiring corporation cannot qualify for carryover treatment 
under section 381 even if the reorganization also comes within the general reorganization 


sections. 
17 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 41, A135 (1954) ; S.Rep. No. 1622, 83d Cong., 


2d Sess. 52, 276 (1954). 
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An alternative statutory point of reference might be found in sec- 
tion 381 itself, for the ramifications of this problem extend beyond 
the availability of the loss carryover. Section 381 also provides that 
the acquiring corporation ‘‘shall succeed to and take into account’’ 
a number of other tax attributes. For our purposes, the most impor- 
tant of these is the requirement that the transferee take over the 
transferor’s surplus or deficit in earnings and profits. In this con- 
nection, there is perhaps something to be said for making the section 
applicable to section 371 reorganizations, which also fall within sec- 
tion 368. As we have noted, section 372 specifically provides that the 
transferee in a section 371 reorganization acquires the transferor’s 
basis in the property which is transferred. If earnings and profits is 
an element of basis, as is normally the case," then it would follow 
that the surplus or deficit should be carried forward as well. In a 
Chapter X proceeding, however, there are always severe readjust- 
ments of the debtor’s capital structure, and when this occurs it may 
be an appropriate time for recognizing the partial or total elimina- 
tion of the investment of the old stockholders. As we shall see, this 
may mean that in a creditors’ reorganization earnings and profits 
are not so necessarily tied to basis. For the moment, it may be re- 
marked that the analogy between the effect of basis upon earnings 
and profits and the loss carryover is inconclusive at best. 

It is clear that if section 381 may apply to an insolvency reorgan- 
ization under Chapter X, the debtor’s deficit in earnings and profits 
will be carried forward. It is by no means clear that the loss carry- 
over is allowed even if section 381 applies. In order to examine other 
possible obstacles to the availability of the loss carryover, it will be 
assumed first that section 381 does apply to the reorganization if it is 
brought within the necessary definitional provisions of section 368. 
Attention will also be directed to the problems of so qualifying the 
Chapter X reorganization under the 1954 Code. We shall then turn 
to the alternative treatment of the loss carryover where the reorgan- 
ization is effectuated without a transfer of the debtor’s property. On 
the basis of these considerations, it will then be appropriate to re- 
turn to the section 381 problem which has been introduced here and 
the attendant difficulties in treatment of earnings and profits. 

One final introductory remark is necessary. The subject treated 
herein is restricted to loss carryovers in Chapter X reorganizations. 
Many of the problems to be discussed, however, may also arise in the 
context of other types of transfers governed by section 371. That 


18 See Bangor & Aroostook R.R. v. Comm’r, 193 F.2d 827, 831-832 (1st Cir. 1951), cert. 
denied, 343 U.S. 934 (1952). 
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section applies not only to transfers under Chapter X, but also to 
transfers ‘‘in receivership, foreclosure, or similar proceedings.’’ 
The distinctive feature of the Chapter X reorganization, at least as 
far as we are here concerned, is that it, unlike these other proceed- 
ings, can also be accomplished by a recapitalization of the debtor 
corporation. It will be seen that the loss carryover is generally avail- 
able where this latter procedure can be utilized. This fact is most 
directly relevant to the proper treatment of loss carryovers in the 
‘‘transfer’’ type of Chapter X reorganization, but it also has impor- 
tant consequences in the context of receiverships and foreclosures. 
Though space does not allow their development in this article, they 
should not escape the reader’s consideration. 


Loss Carryovers WHERE TRANSFER OccuRS 
Is THE TRANSFER A REORGANIZATION ? 


Four different types of reorganizations are described in section 
381(a)(2) by reference to subparagraphs (A), (C), (D), and (F) 
of section 368(a) (1). Even if the transfer under Chapter X is one to 
which section 361 may apply, as is here assumed, it is necessary that 
it be in connection with one of these reorganizations. Generally, it 
may be said that each incorporated definition contemplates a reor- 
ganization in which the transferor transfers substantially all of its 
properties. In the case of a D reorganization, this is achieved by 
requiring that the transferor corporation transfer substantially all 
of its properties and then distribute everything it receives, as well as 
whatever property it may have retained, in pursuance of the plan. 

It is necessary to resort to some cases of rather ancient vintage as 
tax law goes, in order to understand certain difficulties of bringing 
a Chapter X reorganization within one or more of these general 
definitions. Even before the appearance of section 112(b)(10) in 
1942, anumber of transfers under court order in equity receivership 
or foreclosure proceedings had been held to be ‘‘reorganizations’’ 
under the definition in section 112(i)(1)(A) of the Revenue Acts of 
1928 and 1932, 7.e., ‘‘a merger or consolidation (including the acqui- 
sition by one corporation of . . . substantially all the properties of 
another corporation).’’ 

In Helvering v. Alabama Asphaltic Limestone Co.,”° one of four 
creditors’ reorganization cases decided the same day in February, 
1942, the Supreme Court held that the judicial requirement of a con- 


19 45 Stat. 818 (1928) ; 47 Stat. 198 (1932). 
20 315 U.S. 179 (1942). 
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tinuity of proprietary interest in corporate reorganizations 7! was 
satisfied where creditors of an insolvent corporation emerged as the 
sole stockholders of the new corporation formed to receive the as- 
sets. Under the full priority rule of Northern Pacific Ry. Co. v. 
Boyd,” the creditors had the equitable right to exclude the stock- 
holders entirely, and they could therefore be regarded as the equi- 
table proprietors of the debtor corporation from the time they took 
steps to obtain effective command over the asse‘s. Thus, even before 
the actual transfer to the new corporation, they were regarded as 
having ‘‘stepped into the shoes of the old stockholders.’ ** Their 
stock in the transferee was held merely to represent a continuation 
of this proprietary interest. Although the reorganizations which the 
Court considered under the 1928 and 1932 Acts were voluntary reor- 
ganizations or consent receiverships, the same procedure could have 
been utilized after 1934 in a Section 77B or Chapter X reorganiza- 
tion. 

The rationale in Alabama Asphaltic did not alleviate the require- 
ment that the transfer qualify literally within one of the statutory 
definitions of reorganization. In 1934, the same year that the cor- 
porate reorganization machinery first appeared in the Bankruptcy 
Act, the parenthetical definition quoted above was tightened by the 
addition to section 112(g)(1)(B) of the requirement that the acqui- 
sition of assets be solely for all or a part of the acquiring corpora- 
tion’s voting stock.** In 1939 this was amended retroactively to pro- 
vide that the assumption by the acquiring corporation of a liability 
of the ‘‘other’’ or the fact that the property so acquired was subject 
to a liability should be disregarded for purposes of determining 
whether the exchange was solely for voting stock.” As far as they 
are relevant to the transfer of the debtor’s property to a new cor- 
poration, the same requirements are contained in definition of a 
C reorganization ** in the 1954 Code. 

It was under this 1934 section, as amended, that the Supreme 
Court decided Helvering v. Southwest Consolidated Corp.,” one of 
the companion cases to Alabama Asphaltic, in 1942. In this case, un- 


21 Pinellas Ice & Cold Storage Co. v. Comm’r, 287 U.S. 462 (1932) ; LeTulle v. Scofield, 
308 U.S. 415 (1940). 

22 228 U.S. 482 (1913). The Boyd rule was extended to Chapter X reorganizations in 
Case v. Los Angeles Lumber Products Co., 308 U.S. 106, 119 (1939). See discussion pp. 
374-375 infra. 

23 Helvering v. Alabama Asphaltic Limestone Co., supra note 20, at 184. 

24 Revenue Act of 1934, Sec. 112(g) (1) (B), 48 Stat. 705. 

25 Revenue Act of 1939, Sec. 213(g), 53 Stat. 871 (1939). 

26 T.R.C. § 368(a) (1) (C) (1954). 

27 315 U.S. 194 (1942). 
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der a state equity receivership, the assets had been sold at a judicial 
sale to a bondholders’ committee, which then transferred the assets 
to a new corporation. Under the plan of reorganization, most of the 
common stock of the new corporation was issued to the bondnolders, 
and the remainder to unsecured creditors. In addition, stock pur- 
chase warrants were issued to the unsecured creditor and to the 
stockholders of the old corporation. Non-participating bondholders 
were paid their proportionate share of the proceeds of the sale in 
cash. This was financed by a bank loan, which was assumed by the 
new corporation. The question was whether the new corporation 
could carry over the basis of the debtor corporation, to which it was 
entitled under section 113(a)(7) of the 1934 statute, if the property 
was acquired ‘‘in connection with a reorganization,’’ and if ‘‘imme- 
diately after the transaction an interest or control in such property 
of 50 per centum or more remained in the same persons or any of 
them.’’ *8 

Writing for the Court in this as well as the other cases decided the 
same day, Justice Douglas held that there was no reorganization. It 
should be pointed out that the reorganization did not qualify as a 
control reorganization or as ‘‘a mere change in identity, form, or 
place of organization.’’ As under the 1954 statute, the definition of 
a control reorganization included the requirement that immediately 
after the transfer ‘‘the transferor or its stockholders’”’ be in control 
of the transferee.” Although he admitted that for purposes of the 
continuity of interest test the creditors had ‘‘stepped into the shoes 
of the old stockholders’’ even before the transfer, Justice Douglas 
refused to stretch the statutory word ‘‘stockholders’’ to include 
creditors of an insolvent corporation.” 

Turning then to what is now an F reorganization, he commented 
somewhat cryptically that ‘‘a transaction which shifts the owner- 
ship of the proprietary interest in a corporation is hardly ‘a mere 
change in identity, form, or place of organization,’ ’’* If, as Jus- 
tice Douglas had said the same day, the transfer ‘‘did nothing but 
recognize officially what had before been true in fact,’’ * it is a 


28 Revenue Act of 1934. Sec. 113(a) (7), 48 Stat. 707. 

29 T.R.C. § 368(a)(1)(D) (1954). 

80 Helvering v. Southwest Consolidated Corp., supra note 27, at 202. The Board of Tax 
Appeals had analogized the creditors’ position to that of preferred stockholders. Southwest 
Consolidated Corp., 40 B.T.A. 1380 (1939), aff’d, 119 F.2d 561 (5th Cir. 1941), rev’d, 315 
U.S. 194 (1942). 

81 Id. at 202-203. 

82 Helvering v. Alabama Asphaltic Limestone Co., supra note 20, at 184, quoting from 
Helvering v. New Haven & S. L. Ry., 121 F.2d 985, 987 (2d Cir. 1941). 
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little hard to understand why more than a formal change occurred 
at the judicial sale. 

However this may be, it seems clear that at least where the loss 
corporation is insolvent, the new corporation in a Chapter X pro- 
ceeding would be precluded by this holding from claiming the loss 
carryover as a transferee in either a D or F reorganization under 
section 381 of the 1954 Code. As for a C reorganization, it is neces- 
sary to consider the taxpayer’s principal contention in Southwest 
Consolidated. 

C reorganization. Two reasons were given for rejecting the argu- 
ment that the acquisition was ‘‘solely for voting stock’’ under 
section 112(g)(1)(B). First, the new corporation’s assumption of 
the bank loan incurred to pay off dissenting creditors was held not 
to be a permissible assumption of liability of the other corporation 
under the 1939 amendment. The amendment, said Justice Douglas, 
permitted the Court to disregard the assumption only of those debts 
which antedated the reorganization. Although the acquiring corpo- 
ration’s liability to the bank had its origin in the transferor’s debts 
prior to reorganization, it was not an indebtedness of the other cor- 
poration because the nature and amount of the obligations were 
determined at the time of the insolvency proceedings. Secondly, the 
Court held that the issuance of stock warrants was not authorized 
by the statute; warrants are not ‘‘voting stock.’’ * 

Asa literal reading of the statute, Justice Douglas’ interpretation 
is unimpeachable, but it stands in sharp contrast to the flexible ap- 
proach he had taken the same day toward the general question in 
Alabama Asphaltic. As for the second point, it is difficult to see how 
the statutory policy allowing only voting stock would be frustrated 
by holding that warrants, which have value only because of the right 
to convert them into voting stock upon payment of the warrant price, 
were a permissible consideration. But it is difficult to understand the 
statutory policy itself, and criticism of the opinion on this ground 
is probably more appropriately addressed to the draftsmen and to 
Congress. Especially in view of the firm opposition of the Securi- 
ties and Exchange Commission to the use of warrants in creditors’ 

33 Helvering v. Southwest Consolidated Corp., supra note 27, at 200. It appeared from 
the facts that at the time of their issuance the warrants had a value of between $25 and $30 
each. This factor has led to the suggestion that an exchange for voting stock plus warrants 
might not violate the statutory requirement if the warrants had no value. See Darrell, Credi- 
tors’ Reorganizations and the Federal Income Taz, 57 Harv. L. Rev. 1020 n. 48 (1944). 
The distinction seems questionable in view of Justice Douglas’ assertion that ‘‘solely 


leaves no leeway,’’ coupled with the probability that an option which carries the possibility 
of gain with no correlative risk of loss would be regarded as having at least some value. 
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reorganizations, it seems quite unlikely that this holding will of it- 
self obstruct plans under Chapter X.* 

What seemed at the time to be a far more substantial problem was 
raised by the Court’s position that the acquiring corporation could 
not under section 112(g)(1)(B) assume any obligations which were 
determined and fixed in the reorganization proceeding itself. Under 
this test, if taken at face value, it would seem impossible to have a 
C reorganization under the present statute where the transferee 
assumes liability to any non-assenting creditors, even if they are 
entitled to full priority, for their claim would be reinstated as a full 
one only after the bankruptcy court had arrived at a valuation of 
‘*fair upset price’’ and had confirmed a plan based upon that valu- 
ation. Moreover, as was pointed out shortly after the decision,* 
the payment by the acquiring corporation of reorganization ex- 
penses might run afoul Justice Douglas’ rationale, for this item is 
always reviewed by the court. Fear that these payments might al- 
ways disqualify a creditors’ reorganization from the general provi- 
sions of the Code was responsible, at least in part, for the enactment 
of section 112(b) (10).*" 

In the light of the narrow construction which lower courts have 
placed upon Southwest Consolidated, it may safely be said that these 
anxieties have been largely relieved. Shortly after the decision of 
the Supreme Court, the Tax Court distinguished reorganization ex- 
penses from adjusted liabilities of the debtor and held that the ac- 
quiring corporation could assume the former without running afoul 
the Supreme Court language.** This was followed by a series of 
cases which recognized that the limitation ‘‘solely for voting stock’’ 
could be complied with if the insolvent corporation had on hand at 
the date of the filing of the petition sufficient funds to pay dissenting 
creditors.*® So long as the debtor corporation could have used the 




















84 See Calkins, Feasibility in Plans of Reorganization under Chapter X, 61 Harv. L. REv. 
763, 776-777 (1948). Chapter X provides that the presiding district court judge may 
submit plans to the Securities and Exchange Commission for an advisory report in any 
case and that plans must be so submitted if the corporation’s total indebtedness exceeds 
three million dollars. Sec. 172, 52 Stat. 890 (1938), 11 U.S.C. § 572 (1958). 

35 Sec. 221(2), 52 Stat. 897 (1938), 11 U.S.C. § 621(2) (1958) ; see Consolidated Rock 
Products Co. v. DuBois, 312 U.S. 510, 520 (1941) ; see discussion pp. 374-375. 

36 Darrell, supra note 33, at 1021. 

37 See H.R. Rep. No. 1079, 78th Cong., 2d Sess. 45 (1944). 

88 Claridge Apartments Co., 1 T.C. 163, 170 (1942), rev’d on other grounds, 138 F.2d 
962 (7th Cir. 1943), rev’d, 323 U.S. 141 (1943); Alcazar Hotel, Inc., 1 T.C. 872, 877 
(1943). 

89 Southland Ice Co., 5 T.C. 842 (1945) ; Westfir Lumber Co., 7 T.C. 1014 (1946), 
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funds for that purpose, the requirement was met even if they were 
not shown so to have been used in fact.*° 

In a recent case the Tax Court has held that the requirement 
‘*solely for stock or securities’’ in section 112(b)(10) was satisfied 
where the cash to pay recalcitrant bondholders was provided by a 
third party who had agreed to accept the bondholders’ interests in 
stock of the acquiring corporation plus what amounted to a stock 
bonus for his assistance.*! The controlling factor was that the funds 
came from a source other than the acquiring corporation and that 
the acquiring corporation owed no obligation to repay the amount 
advanced. What this amounted to in substance was simply a pur- 
chase of the dissenting bonds in order to have unanimous acceptance 
of the plan. The important aspect is that the Tax Court allowed the 
creditors’ committee to enter into an agreement for the outside pur- 
chase even after the new corporation had been formed. The formal 
difference between this procedure and a purchase of stock in the new 
corporation for cash which is then used to pay off the dissenters, was 
enough to qualify the transfer as ‘‘solely for stock and securities.’’ 
The Tax Court would presumably adopt the same attitude with re- 
spect to the requirement ‘‘solely for voting stock’’ of a C reorgan- 
ization. 

Given this willingness of lower courts to distinguish Southwest 
Consolidated on formal grounds, it seems likely that most insolvency 
reorganizations under Chapter X can be brought within the defini- 
tion of a C reorganization by careful planning. In some cases it 
may be possible to take advantage of the 1954 provision, that if at 
least 80 per cent in value of the total value of the transferor’s prop- 
erty is acquired for voting stock, additional consideration may be 
disregarded.** For purposes of this provision, any assumption of 
liability is regarded as money paid for the property. This would still 
provide a means for paying a sizeable percentage of the creditors in 
cash if all of the remaining creditors accepted voting stock in the 
new corporation. Perhaps the most helpful statutory section is the 
aforementioned provision of Chapter X which enables the court to 
force dissenting creditors to participate in the plan where it has re- 
ceived the approval of two-thirds of the creditors of the same class.** 

40 Roosevelt Hotel Co., 13 T.C. 399 (1942). See also Realty Co., 5 TCM 868 (1946), 
holding that the reorganization was not disqualified where the acquiring corporation bor- 
rowed funds to satisfy obligations which it had assumed. 

41 San Antonio Transit Co., 30 T.C. 1215 (1958); cf. Scofield v. San Antonio Transit 
Co., 219 F.2d 149, 158 (5th Cir. 1954) (dissenting opinion), cert. denied, 350 U.S. 823 
(1955). 


42 L.R.C. § 368(a) (2) (B) (1954). 
43 Supra note 12. 
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The Bankruptcy Act also provides that only voting stock may be is- 
sued by the transferee in a Chapter X reorganization. 

Statutory merger or consolidation. In cases in which a C reorgan- 
ization cannot be used, it may nevertheless be possible under Chap- 
ter X to qualify the acquiring corporation under section 381, still as- 
suming the section 361 requirement is met, by effectuating the plan 
through a ‘‘statutory merger or consolidation,’’ which is an A reor- 
ganization under section 368. Although subject to the continuity- 
of-interest test, this definition does not include the troublesome 
requirement ‘‘solely for voting stock.’’ Under this procedure, the 
creditors would organize a new corporation and then merge the 
debtor into it or consolidate the two into a third corporation, in ac- 
cordance with the state statute. Both merger and consolidation are 
explicitly authorized by the Bankruptey Act as permissible means 
for consummating the plan.** 

This pattern has apparently been little used in Chapter X reor- 
ganizations. One reason may be that state corporation statutes gen- 
erally require a stockholder vote on merger or consolidation, and in 
cases where the corporation is insolvent it may be unrealistic to ex- 
pect the stockholders to approve a plan which would eliminate their 
interests. In some states this problem has been overcome by specific 
provisions which dispense with the normal stockholder and security 
holder votes in bankruptcy cases where the court submits a properly 
authorized certificate to the secretary of state.** Even in the absence 
of such a statute, it has been suggested that the federal court has 
power to force such a change upon the state.*’ But it is by no means 
clear that this would be constitutional, and it might raise a serious 


44 Sec. 216(12), 52 Stat. 897 (1938), 11 U.S.C. § 616(12) (1958). The comments in this 
and the preceding paragraph are addressed to the problem of circumventing the require- 
ment ‘‘solely for voting stock’’ of section 368(a)(1)(C) (1954). It should be noted that 
even if this requirement is satisfied and there is sufficient continuity of interest, the 
Chapter X reorganization might not qualify under section 368 (or section 361) if the 
debtor was not the owner-transferor of the property. This might be the case if an inter- 
vening foreclosure or transfer of the property had previously divested the debtor of owner- 
ship but not of liability. See, e.g., Bondholders Committee, Marlborough Investment Co. 
v. Comm’r, 315 U.S. 189 (1942) ; Adwood Corp. v. Comm’r, 200 F.2d 552 (6th Cir. 1952). 

45 Sec. 216(10), 52 Stat. 896 (1938), 11 U.S.C. § 616(10) (1958). For a Chapter X reor- 
ganization utilizing the merger authorization, see Gage Bros. & Co., 13 T.C. 472 (1949). 

46 H.g., DEL. CopE ANN. ch. 1, tit. 8, § 245, as amended (1953) ; Pa. Stat. ANN. ch. 49B, 
§ 2852-320, as amended (1958) ; ABA-ALI Model Business Corporation Act, optional § 59A 
(1959 addendum). 

47 See Harnack, Some Tax Considerations Affecting the Design of a Chapter X Reorgan- 
ization, 37 Marq. L. REV. 138 n. 38 (1953). But see 2 GERDES, CORPORATE REORGANIZATIONS 
§ 1100 (1936). 
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question whether the merger was ‘‘statutory’’ within the meaning 
of section 368(a) (1) (A).* 


Cuance In Ownersuip As Resutrt or ‘‘ REORGANIZATION ’’—SECTION 
382(b) 

Where merger, consolidation, or a C reorganization can be 
achieved, the Chapter X transfer is in connection with one of the 
reorganizations specified in section 381. Assuming the applicability 
of section 361, the acquiring corporation will succeed not only to the 
debtor’s loss carryover but also to the old corporation’s basis in its 
assets under section 372. But it must be recalled that what section 
381 gives, section 382(b) may take away. Since the loss carryover is 
dependent upon a reorganization described in the former section, it 
is subject to the pro rata limitations of the latter in cases where the 
former stockholders, as a result of owning stock in the loss corpora- 
tion, acquire less than 20 per cent of the fair market value of the out- 
standing stock of the acquiring corporation. And this will tend to be 
the rule rather than the exception under the strict priority doctrine 
applied to Chapter X reorganizations. 

This principle is derived from the requirement that a plan or reor- 
ganization under Chapter X must be ‘‘fair and equitable’’ in order 
to receive approval and confirmation by the court. In Case v. Los 
Angeles Lumber Products Co.,*® these terms were construed as 
words of art which incorporated into Chapter X the rule that the 
Boyd case had previously applied to equity receiverships in the fed- 
eral courts, viz., ‘‘to the extent of their debts creditors are entitled 
to priority over stockholders against all the property of an insolvent 
corporation.’’ © This means that stockholders (and junior creditors 
as well) are entitled to share in a plan of reorganization under Chap- 
ter X only if there is an equity remaining after the claims of all 
senior interests have been paid in full or in new securities, or if 
they contribute new money or value to the business and it is demon- 
strated that the contribution is necessary to the success of the reor- 
ganized concern.® Where senior interests receive stock in the new 
corporation in place of their claims against the debtor, their relin- 
quishment of relative priority must be compensated by allotting to 


48‘*The words ‘statutory merger or consolidation’ refer to a merger or consolidation 
effected pursuant to the corporation laws of the United States or a State or Territory or 
the District of Columbia.’’ Reg. Sec. 1.368-2(b) (1955) (emphasis added). 

49 308 U.S. 106 (1939). 

50 Case v. Los Angeles Lumber Products Co., note 49 supra, at 116, citing Kansas City 
Terminal Ry. v. Central Union Trust Co., 271 U.S. 445, 455 (1926). 

51 Id. at 121-122. 
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them a share in the equity in excess of that to which the face amount 
of their claims, standing alone, would entitle them.*” Under this doc- 
trine, section 382(b) would perforce cut down the loss carryover in 
any Chapter X reorganization in which the creditors’ claims are re- 
placed by common stock and in which the total liabilities amount to 
more than 80 per cent of the valuation placed upon the assets. Where 
the debtor is insolvent in the bankruptcy sense, the loss carryover 
would be denied altogether. 

Section 382(b)(3)—the elusive exception. At the outset of this 
article, special attention was called to the exception to section 382(b) 
where ‘‘the transferor corporation and the acquiring corporation 
are owned substantially by the same persons in the same propor- 
tion.’’ Absent this exception, it is clear that section 382(b) would be 
applicable to the situations just described. Although the strict pri- 
ority rule does not preclude stockholder participation even after 
bankruptcy insolvency where the continuing stockholders pay new 
consideration, resort to this procedure would not avoid the ambit 
of section 382(b), since the post-reorganization stock would not be 
held ‘‘as a result of owning stock in the loss corporation.’’ Neither 
does it seem possible to find the requisite 20 per cent continuity-of- 
stock ownership by including as ‘‘stockholders’’ those creditors who 
succeed to an equity position under the Alabama Asphaltic decision. 
Though addressed to a different section, Southwest Consolidated 
has presumably foreclosed the contention that the statutory word 
‘*stockholders’’ may be read to include such creditors. 

It is thus necessary to examine with some particularity the afore- 
mentioned exception, which appears in subsection 382(b)(3), and 
the confusing notion of ‘‘owning a corporation’’ which it imports. 
Professor Stanley Surrey has commented that this provision ‘‘in- 
troduces a totally new concept in the tax law.’’ ** The comment might 
be more forcefully stated if it simply said ‘‘in the law.’’ It seems 
safe to say that before this provision appeared no one thought in 


terms of ‘‘owning’’ a corporation. People owned stock in a corpora- 


52 Consolidated Rock Products v. DuBois, supra note 35, at 528-529. Although this case 
and the Los Angeles Lumber Products case were decided under former Section 77B, 48 Stat. 
912 (1934), the predecessor of Chapter X, the absolute priority doctrine is equally appli- 
cable under Chapter X, since section 221(2) of the latter retains the ‘‘ fair and equitable’’ 
standard as a condition on confirmation of the plan. Supra note 35. For a recent application 
of the doctrine by the Securities and Exchange Commission to a loss corporation, see Green 
River Steel Corp., 37 S.E.C. 507, 526-529 (1957), supplemental report, 37 S.E.C. 568 
(1957). For a recent criticism of the doctrine, see Blum, Full Priority and Full Compensa- 
tion in Corporate Reorganizations: A Reappraisal, 25 U. Cut. L. Rev. 417 (1958). 

53 SURREY AND WARREN, FEDERAL INCOME TAXATION 1317 (1955 ed.). 
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tion, creditors held claims against the corporation, but there was no 
occasion to think in terms of ownership of the corporation itself. 
What does this mean? 

If we look initially to the Restatement of Property, we find that 
the word ‘‘owner’”’ is used to refer to a person who has one or more 
interests in a thing. ‘‘Ownership”’ of the thing itself is far more de- 
manding. This encompasses ‘‘the totality of those rights, powers, 
privileges, and immunities which it is legally possible for a person 
to have with regard to a given piece of land, or with regard to a 
thing other than land.’’ But the draftsmen then retreated a little 
and admitted that the owner might part with many of his rights, 
powers, privileges, and immunities and yet his relationship to the 
thing in common parlance would be deemed ownership.” 


... Thus, an owner of an automobile may mortgage it, or have it subjected 
to a mechanics lien, and still properly be said to be the owner. It is character- 
istic of ownership that upon termination of any lesser interests, the interests 
of the owner are automatically increased. 

The same usage as to the word ‘‘owner’’ and ‘‘own’”’ applies both in this 
Restatement and as a matter of popular usage to any smaller aggregate of 
interests. 


When the ‘‘thing’’ is a corporation instead of an automobile, the 
universal practice has been to separate ‘‘ownership’’ into these 
‘‘smaller aggregates of interests.’? These may be represented by 
engraved certificates, such as bonds or stock, or merely by a claim 
against the corporation for goods sold, money borrowed, or services 
performed. Translated into accounting terminology, these lesser 
interests show up as credit entries on the balance sheet. If the inter- 
est is a limited and definite one, it is known as a ‘‘liability.’’ The 
residue is represented by the ‘‘proprietary’’ accounts. From Web- 
ster’s, we find that the word ‘‘proprietary,’’ like ‘‘owner,’’ may 
have a dual meaning. It may refer to the right of a ‘‘proprietor,’’ 
who has the ‘‘legal or exclusive title’’ to something, or it may be 
used ‘‘in a wider sense,’’ pertaining to the rights of ‘‘a person hav- 
ing an interest less than an absolute and exclusive right.’’ At any 
rate, the residuary interest represented by the proprietary accounts 
is ‘‘owned’’ by the stockholders whose interest is simply a right to 
what is left after provision has been made for satisfying the limited 
claims of the creditors. Inasmuch as the rights of each of these 
groups are contractual, it is of course possible for certain interests 
to be given more preferred rights than others, and for certain inter- 


54 RESTATEMENT, PROPERTY § 10, comment c, 26 (1936). 
55 NEW INTERNATIONAL DIcTiONARY (2d ed. 1958). 
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ests to be accorded characteristics which partake of each extreme 
of this ladder of priorities. 

All of this is elementary but it seems necessary to refer to basic 
principles to indicate what was apparently ignored by those respon- 
sible for the enactment of section 382(b) (3). As in the Restatement 
of Property and Webster’s, ‘‘ownership’’ may obviously mean two 
different things when used in reference to a corporation. It may 
mean the aggregate of the residuary or ‘‘proprietary’’ interests of 
the stockholders. This is the meaning that it would generally be 
given in the context of a profitable going concern, for it is the stock- 
holders who have tied their investment most directly to the fortunes 
of the business and who have control over the management. In such 
a case their interest can be measured by the excess of the value of 
the assets over liabilities or by the income productivity of the busi- 
ness, less that amount necessary to satisfy the contractual rights of 
the creditors. But the word may also mean the totality of interests 
in the corporation, and it is ‘‘ownership’’ in this sense that is the 
subject of the law of creditors’ rights and bankruptcy reorganiza- 
tion. In which sense is the word used in section 382(b) (3) ? 

Legislative history is silent on the exact purpose of this subsec- 
tion. Section 382(b) itself did not appear in the House version of 
the 1954 Code,** and the Senate Report, following its inclusion, con- 
tains only a terse statement of its contents. The Senate Report does 
say, however, that the purpose of the new limitation was to require 
a minimum continuity of interest as a condition upon use of an un- 
mitigated deduction for past losses.’ The 20 per cent stockholder 
restriction, of course, does exactly that. But in the context of what 
has long been judicially construed as a test of ‘‘proprietary”’ inter- 
est, it seems probable that the exception in section 382(b) (3) was in- 
jected to allow stockholders, who had identical holdings in multiple 
corporations, to merge them and utilize the aggregate loss carry- 
overs regardless of the relative sizes of the corporations.® In such a 
case there would always be a continuity of proprietary interest, but 
absent the exception of paragraph (3), the limitation of section 382 
(b) might cut down the carryover, especially if several corporations 
were unified in one plan of reorganization. 

If the purpose of the exception was to exempt this transaction 
from the restrictions on the loss carryover, it would be incongruous 
with the history of the continuity-of-interest test to require the 


56 H.R. Rep. No. 1337, supra note 17, at 41; see S.Rep. No. 1622, supra note 17, at 53. 

57 §.Rep. No. 1622, supra note 17, at 285. 

58 Compare the analogous exception of brother-sister corporations from the disallowance 
provisions of section 269. I.R.C. § 269(a) (2) (1954). 
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transferor corporation and the acquiring corporation to have not 
only the same stockholders but also the same creditors. At least in 
the case of the solvent corporation, the absurdity of attributing this 
intention to Congress would seem to be sufficient reason for rejecting 
the ‘‘totality of interests’’ meaning of ‘‘ownership’’ for purposes of 
section 382(b) (3). 

If the Senate Report’s continuity-of-interest rationale applies 
equally to the case where the loss corporation is insolvent, however, 
it is far more difficult to decide what, if anything, is meant by the 
words ‘‘owned substantially by the same persons in the same pro- 
portion. ’’ 

Creditors as ‘‘owners.’’ At this point one inevitably confronts the 
most serious, and perhaps inherent, shortcoming of the continuity- 
of-interest test as applied to a creditors’ reorganization. This is its 
inadequacy to explain which creditors succeed to the proprietary 
interest and exactly when and how this metamorphosis occurs. 

In the Alabama Asphaltic case and the others which came up with 
it in 1942, the Supreme Court apparently found it unnecessary to 
discuss the first of these problems. In the two cases in which the 
Court found a reorganization,” only one class of creditors was en- 
titled to participation in the reorganized corporation, and nearly all 
of the creditors who did participate received stock in the new con- 
cern. Justice Douglas said only that ‘‘the creditors’’ had succeeded 
to the proprietary interest.® Presumably, for purposes of continuity 
of interest, there was no reason to decide whether creditors would be 
regarded as equitable proprietors if their position was firm enough 
to enable them to maintain their debt claims intact against the new 
corporation. 

Without considering this problem, Justice Douglas did discuss at 
some length the question when and how the creditors ‘‘stepped into 
the shoes of the old stockholders.’’ In Alabama Asphaltic the reor- 
ganization was effectuated by judicial sale under court order. The 
creditors bought in at the sale and then conveyed to a new corpora- 
tion in which they took stock. For purposes of continuity of interest 
the Court presumably thought it necessary only to compare the stock- 
holders of the new corporation with the owners of the debtor’s 
equity immediately before the sale. But even if the test spanned 


59 In the Alabama Asphaltic case, supra note 20, and in Palm Springs Holding Corp. v. 
Comm’r, 315 U.S. 185 (1942), the Supreme Court found a reorganization. It should be 
noted that in the former case the acquiring corporation apparently assumed a note of the 
transferee which was secured by its stock. See the statement of facts in Alabama Asphaltic 
Limestone Co., 41 B.T.A. 324, 328 (1940). 

60 Helvering v. Alabama Asphaltic Limestone Co., supra note 20, at 184; Palm Springs 
Holding Corp. v. Comm’r, supra note 59, at 189. 
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only this brief period of time, it was impossible to find continuity if 
the old stockholders had retained their interest up to the moment of 
the sale. Justice Douglas admitted that ‘‘technically’’ the old stock- 
holders’ interest was not terminated until that time. ‘‘ For practical 
purposes,’’ however, under the Boyd doctrine, the creditors’ propri- 
etary interest could be dated ‘‘from the time when they invoked the 
processes of law to enforce their rights of full priority. ... The deter- 
minative and controlling factors [were] the debtor’s insolvency and 
an effective command by the creditors over the property.’’ ™ 

In Palm Springs Holding Corp. v. Commissioner,” the companion 
case in which a reorganization was also found, the trustee for the 
bondholders apparently had a power of sale, for the transfer oc- 
curred before any court proceedings took place. Here it was held 
sufficient that there was ‘‘effective command’’; it was apparently 
not necessary to ‘‘invoke the processes of law’’ in a court.® 

Five months after these decisions, Justice Douglas again consid- 
ered this problem in his opinion for the Court in Helvering v. Ce- 
ment Investors, Inc. In a reorganization under section 77B, both 
stock and income bonds of the new corporation had been issued to 
the creditors of the old, and the old stockholders had received war- 
rants. As this was under the 1934 statute, the presence of non-voting 
stock consideration meant that it was not a reorganization under the 
interpretation of section 112(g)(1)(b) in the Southwest Consolidated 
case. In Cement Investors, however, the bondholders argued that 
even though this was not a reorganization, it wes a non-taxable ex- 
change under section 112(b) (5), which provided for non-recognition 
upon the transfer of property to a corporation solely for stock or 
securities, if immediately after the transfer the transferors had con- 
trol, and if the amount of stock and securities received by each was 
substantially in proportion to his interest in the property before 
the exchange. The Commissioner argued that the only transfer of 
property was from the debtor corporation and the receiver and that 
the exchange by the bondholders was merely a mechanical step in 
the reorganization. The Court disagreed, but the reasoning was un- 
clear. ‘‘ However their interest in the property may be described it 
was clearly an equitable claim to it’’ said Justice Douglas.” For 
purposes of section 112(b)(5) this was apparently sufficient. 

The question left open by the opinions of Justice Douglas was 


61 Helvering v. Alabama Asphaltic Limestone Co., supra note 20, at 184. 

62 315 U.S. 185 (1942). 

63 Palm Springs Holding Corp. v. Comm’r, note 62 at 188-189. Contra, Seiberling Rub- 
ber Co. v. Comm’r, 169 F.2d 595, 601 (6th Cir. 1948). 

64 316 U.S. 527 (1942). 

65 Helvering v. Cement Investors, Inc., note 64 supra, at 532. 
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squarely faced by the T ix Court in F. R. Humpage,® decided in 
1952. The majority anc. dissenting opinions vividly illustrate the 
sharp divergences which arise in trying to decide what the Supreme 
Court meant. The question presented in the Humpage case was 
whether, in the unlikely event that the debtor in a Chapter X reor- 
ganization has a surplus in earnings and profits, the successor cor- 
poration is required to take that surplus into account. As viewed by 
the Tax Court, the answer turned upon whether the surplus had been 
‘*distributed’’ to the creditors in the course of the reorganization 
proceedings. This in turn depended upon whether, under the Su- 
preme Court cases, the creditors had succeeded to an interest in the 
property which was transferred or to an interest in the insolvent 
corporation itself. 

The majority held that the surplus had been distributed to the 
creditors and that it therefore was not carried over to the new cor- 
poration. The rationale was based upon the Alabama Asphaltic and 
Cement Investors cases. If the bondholders’ proprietary interest 
antedated the transfer to the new corporation, and if the bondhold- 
ers could be regarded as the transferors of property to the new cor- 
poration, then it seemed to the majority that the assets, and with 
them the earnings and profits, had been distributed in what was for 
practical purposes an equitable liquidation. On this analogy, for 
purposes of section 382(b) (3), the creditors would be regarded not 
as owners of the old corporation itself, but rather as the equitable 
owners of the insolvent corporation’s property. 

In a vigorous dissent with three concurrences, Judge Turner ar- 
gued that this was not what the Supreme Court had said. In Cement 
Investors, he said, the Court had specifically refused to decide 
whether there had been a liquidation or exchange in which the credi- 
tors had received the property or property rights which were then 
exchanged for stock. Under Judge Turner’s interpretation, the 
bondholders had presumably succeeded to an equitable interest in 
the debtor corporation itself, not in its properties. According to this 
reasoning, the creditors would be regarded as the pre-transfer own- 
ers of the proprietary interest in the loss corporation.® 

The problem raised by the Humpage case can probably be re- 

66 17 T.C. 1625 (1952) ; see Note, 66 Harv. L. Rev. 358 (1952). For an earlier discussion 
of the same problem by the Tax Court, see Bunker Hill & Sullivan Mining & Concentrating 
Co., 1 T.C. 1057, 1076-1077 (1943). 

67 F. R. Humpage, supra note 66, at 1636. 

88 Compare the equation of the transaction described in Rev. Rul. 59-222, 1959-1 Cum. 


Buu. 80 (1959), with a recapitalization followed by a stock-for-stock reorganization. See 
discussion p. 402 infra. 
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solved only by reference to the provisions of Chapter X. As has been 
noted, a plan of reorganization under Chapter X may, among other 
things, take either of two forms. As in an equity receivership, the 
insolvent corporation’s assets may be transferred to a new corpora- 
tion, either directly or through a creditors’ committee or nominee. 
Unlike the receivership, the Chapter X reorganization may also be 
} effected by a recapitalization of the debtor. When the former pattern 
is followed, it seems technically accurate to say that if the creditors 
succeed to anything before the transfer, it is an interest in the physi- 
cal assets and not in the old corporation itself. Where the recapital- 
ization procedure is used, there is no transfer to another corpora- 
tion, title to the property remains in the debtor corporation, and 
what changes hands is the ‘‘proprietary interest’’ or stock in the 
corporation. In the latter situation it may be fair to say that even 
before a plan is confirmed by the court, the creditors acquire an 
equitable proprietary interest in the corporation to the extent of 
their priorities. Only on the assumption that the creditors may force 
) liquidation may it be said in the recapitalization form of reorganiza- 
tion that the creditor has an interest in the assets themselves, but 
this statement is equally true of the stockholders in a profitable cor- 
poration who are commonly regarded as the owners of nothing but 
stock. 

In terms of section 382(b), the above analysis would mean that the 
creditor of an insolvent corporation, which is reorganized under a 
} plan as described in section 381, would not be regarded as an owner 
of the insolvent corporation itself. Since the exception would not ap- 
ply, the limitations of the section would restrict or disallow the loss 
carryover to the transferee. In the recapitalization form of reorgan- 
| ization, where the creditor might legitimately be considered to have 
succeeded to a pre-reorganization interest in the corporation as dis- 
tinguished from its assets, section 382(b) would not be applicable. 
Of course, it does not follow from this reasoning that a court must 
be bound by the theoretical and formal distinctions which the con- 
| cept of owning an insolvent corporation seems to invite. If the fore- 
going analysis is correct, it seems apparent that the question 
whether creditors succeed to an interest in stock or assets depends 
| in turn upon the plan of readjustment of interests which the cred- 
| itors themselves adopt. In view of the latitude which Chapter X 
affords in choosing the means of reorganization, it is far more real- 
| istic to equate the interest in assets with the alternative right to 
) demand stock—to say, in short, that whatever owning a corporation 

means, an insolvent corporation is owned by its creditors. 
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Proportionate ‘‘ownership.’’ Acceptance of this conclusion, how- 
ever, would not of itself bring the acquiring corporation within the 
exception of section 382(b) (3), automatically shielding it from the 
loss carryover limitations. Not only must ownership of the two 
corporations be in the same persons, but these persons must also 
own each in substantially the same proportion. It would seem im- 
possible to determine the degree of individual ownership interests 
without first knowing the answer to the question previously ad- 
vanced: Which creditors acquire the pre-transfer proprietary in- 
terest? 

The problem which this raises may be iliustrated by considering 
a loss corporation with a simple capital structure but having two 
distinct classes of outstanding debt obligations, one secured by a 
mortgage on all of the corporate assets, the other unsecured : 


Mortgage bonds $600,000 
Unsecured notes 300,000 
Total liabilities $900,000 


Assume that in the appraisal by the court in a Chapter X proceed- 
ing, the assets are valued at $750,000 on a going concern basis. The 
interest of stockholders is eliminated under the strict priority rule, 
and the holders of unsecured notes are entitled only to limited par- 
ticipation. If all of the creditors, secured and unsecured alike, are 
willing to take stock in the new corporation (the transferee), section 
382(b)(3) would presumably except it from the limitation on the 
loss carryover. They are regarded as succeeding to the proprietary 
interest before the transfer, and after the transfer as having re- 
ceived, in proportion to their claims, stock, which is an acknowledged 
proprietary interest in the solvent successor corporation. 

Only infrequently, however, will the plan contemplate solely 
equity capital in the new corporation. Assume instead that under 
the plan the bondholders receive $450,000 in bonds of the new cor- 
poration, and bondholders and noteholders receive stock in the new 
corporation, the bondholders receiving somewhat more than one- 
half of the new stock to compensate them for their proportionate 
loss in priority. Or assume that all of the unsecured creditors and 
one-half of the bondholders receive stock, but the other one-half of 
the bondholders elect under an option to retain their priority by 
accepting bonds with a lower interest rate and extended maturity 
date. Can it be said in either of these situations that the old and the 
new corporations are owned ‘‘substantially by the same persons in 
the same proportion’’? This could be so considered only upon the 
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assumption that the post-reorganization solvent corporation is 
owned by creditors as well as by stockholders, an interpretation of 
section 382(b) (3) which we have previously rejected. 

The problem may also be presented, with an added twist, where 
the debtor is insolvent only in the equity sense. Thus, if the fair value 
of the assets in the above example is assumed to be $1,000,000, a thin 

equity remains for the stockholders, and they are entitled to some 
stock in the new corporation. Although section 382(b) would not dis- 
allow the loss carryover altogether in this situation, the deduction 
would be subject to prorata reduction if the stockholders did not 
| receive at least 20 per cent of the new stock. For this reason, it is also 
important to know whether section 382(b) (3) applies in this context. 
And in order to determine whether the stockholders’ post-reorgan- 
ization ownership is substantially proportionate to what they had 
before, it is necessary to know just what it was they had. 
| The continuity-of-interest cases in the Supreme Court dealt with 
bankruptcy insolvency and did not answer the question how far the 
stockholders are regarded as excluded from pre-transfer ownership 
where the corporation is solvent in the bankruptcy sense. Neverthe- 
less, it would seem to follow from the fact of Chapter X proceedings 
that the shareholders are at least to some extent equitably displaced 
from their footwear before the transfer to the new corporation. The 
difficulty is to determine at what point their interest in the debtor 
| will be considered as less than complete ownership. Unless they are 
regarded as proportionately ousted before the transfer of the assets, 
section 382(b)(3) can have no application. 
The statute itself contains no criteria for dealing with these prob- 
lems, and as yet no court has been called upon to consider the appli- 
| cation of the section to solvent or insolvent transferors. Even where 
the transferor is insolvent, there may be one situation in which a 
court could reach a satisfactory result by analogy from opinions of 
the Tax Court construing sections 112(b)(5) and 113(a)(7) of the 
1939 Code. In reference to the 50 per cent continuity-of-control re- 
quirement of the latter, it has been held that only those classes of 
creditors which must take stock in order to produce a feasible plan 
of reorganization are regarded as having succeeded to the status of 
equitable proprietors before the transfer to the new corporation.” 
It would also seem proper to assume, as the Tax Court has hinted 
in connection with the proportionate-interest requirement of section 





69 Montgomery Building Realty Co., 7 T.C. 417, 426 (1946) ; cf. Western Massachusetts 
Theatres, Inc. v. Comm’r, 236 F.2d 186 (1st Cir. 1956), involving a related question of 
deference to state court determinations in state equity receivership proceedings. 
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112(b) (5), that the fact that a Chapter X proceeding has been con- 
firmed by the court is itself prima facie evidence that the interests 
in the new corporation have been allocated in proportion to the in- 
terests surrendered.” At least in cases where substantially all of the 
creditors entitled to an equity interest receive stock, a combination 
of these rationales might enable a court to say that section 382(b) (3) 
is applicable. If this approach were adopted, it should make no dif- 
ference whether the corporation is insolvent in the bankruptcy sense 
or not. 

Beyond this, it is hard to find any standards for handling the more 
difficult situations suggested above. Whenever more than a handful 
of the creditors, who would otherwise take stock, receive cash for 
their proportionate interests, it will be very difficult to find any basis 
for saying that section 382(b) (3) applies. Where the requisite votes 
of creditor classes have been obtained, it is of course possible to 
force the creditors to accept stock. It seems unfortunate, however, 
that the alternative loss of a tax benefit should exert pressure upon 
the bankruptcy court to invoke its so-called ‘‘cram down power.’’ ™ 
Where two-thirds of a class of creditors do not approve the plan, 
there must be adequate provision for protection of their rights, and 
this may require payment of their interest in cash. If so, section 382 
(b)(3) would seem to have another unfortunate repercussion by 
giving a few creditors important leverage over the availability of a 
valuable asset. 

In the case where some creditors keep their claims, in either full or 
reduced amount, while others in the same class elect under an option 
to receive stock in the transferee, it will again be extremely difficult 
to develop any logical rationale for saying that each corporation is 
owned substantially by the same persons in the same proportion. 
Presumably, the only basis for so holding would be to require a court 
to maintain that whether and to what extent the creditors succeed to 
a pre-transfer ‘‘ownership’’ interest in turn depends upon whether 
they in fact are left with a corresponding interest in the new corpo- 
ration. While it is true that for purposes of the continuity-of-interest 
test the pre-organization equity interest of the creditors is deter- 
mined by the reorganization proceedings, this would seem to be a 
case of lettirg the tail wag the dog. 

Even if the exception in section 382(b) were construed in this 
liberal fashion, it would continue to have at least one undesirable 


70 Bessemer Limestone & Cement Co., 22 T.C. 303, 317 (1954). But see Claridge Apart- 
ments Co., 1 T.C. 163, 173-174; Robert Dollar Co., 18 T.C. 444, 449-450 (1952). 
71 See discussion p. 363 supra. 
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consequence. For the most part, it has been assumed above that re- 
organization under Chapter X can be accomplished simply by a 
readjustment of the existing interests. Often, however, new capital 
must be raised in order to produce a feasible plan. Frequently, the 
most readily available source of additional cash is the stockholders 
who are excluded under the strict priority rule. A common procedure 
for tapping this source has been the so-called ‘‘stockholder assess- 
ment,’’ which makes the future participation of the stockholders 
contingent upon new contributions.” If the new corporation other- 
wise qualifies for the loss carryover under sections 381 and 382(b) 
(3), it is unlikely that this method will be followed, for it will clearly 
subject the carryover to the limitation in section 382(b). Although 
new creditors might reasonably be ignored in determining the new 
corporation’s ownership group, it would seem impossible to overlook 
stock interests resulting from fresh contributions of equity capital.” 
To this extent, section 382(b) (3) might force needed funds to come 
into the new corporation as debt capital even if the concept of cor- 
porate ownership is construed most favorably to the taxpayer. 
Again, it is at least questionable whether any taxing statute should 
have this ramification in a Chapter X proceeding. 

Proposed Regulations under section 382. As yet there are no pub- 
lished rulings on the application or non-application of section 382 
(b) (3) to an insolvency reorganization. Quite recently, however, the 
Treasury has issued Proposed Regulations on section 382. Although 
the Proposed Regulations contain no reference to insolvent trans- 
ferors, they do interpret the perplexing ownership language of sec- 
tion 382(b) (3) in a way which may well clarify the application of the 
section in the orthodox non-insolvency reorganization. 

Under the Proposed Regulations, ‘‘the transferor corporation 
and the acquiring corporation will be considered as owned substan- 


72 See 2 GERDES, op. cit. supra note 47, § 1030. Compare the use of warrants, note 33 
supra. 

73 This may depend upon when the transferor and transferee must be owned by the same 
persons in the same proportion. If section 382(b) (3) (1954) looks only to the ‘‘owner- 
ship’’ immediately after the transfer, then it might be possible to arrange the transfer so 
that when the transferee receives the property its stock is held only by the former creditor 
interests. New capital might then be acquired by a subsequent stockholder assessment. If 
the new capital is essential to the feasibility of the Chapter X plan, then it would presum- 
ably have to be provided for in the plan itself, but conceivably the transfer to the new cor- 
poration could take place before the final confirmation of the reorganization by the court. 
If the concept ‘‘immediately after’’ is imported into section 382(b) (3), this procedure 
might find support in National Bellas Hess, Inc., 20 T.C. 636 (1953), aff’d, 220 F.2d 415 
(8th Cir. 1955). Note however that there the Tax Court found as a ‘‘fact’’ that the plan 
of reorganization did not require the issuance of additional stock. This ‘‘fact’’ would 
not be present in most Chapter X proceedings. 
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tially by the same persons in the same proportion only if the same 
persons own substantially all the stock of the corporations in sub- 
stantially the same proportion.’’™* This provision is followed by 
four examples, all of which are concerned with the degree of permis- 
sible dissimilarity in stock ownership ratios and stockholder iden- 
tity. There is no suggestion in the examples that the financial condi- 
tion of the reorganized transferor may alter the application of the 
general rule which is stated. it may be that the Treasury has con- 
sciously concluded that section 382(b)(3) can have no application 
to an insolvency reorganization, but it seems more probable that the 
omission of even an indirect reference to this problem indicates that 
it did not occur to the draftsmen. 


CoNSIDERATIONS IF SECTION 381 INAPPLICABLE TO INSOLVENCY 
REORGANIZATION 


In the discussion of section 368 as applied to a Chapter X reorgan- 
ization and in the above consideration of section 382(b), we have 
been proceeding upon the premise that section 381 would apply to a 
reorganization even though it was also within the purview of section 
371. Although the statute is capable of this construction, it will be 
recalled that the validity of this premise has not been established. 
What light does our consideration of section 382(b) throw upon the 
alternative interpretations of section 381? 

The one thing that can be said with certainty is that even if section 
381 can be said to apply to a C reorganization or merger under 
section 368, it is far from clear that the loss carryover will be made 
available to the acquiring corporation. This conclusion in turn might 
lead to a presumption that section 381 was not intended to apply to 
insolvency reorganizations. There is indeed some force in this infer- 
ence. It would seem irrational to place a provision in the statute 
which entitles the transferee to the deduction, and then follow it by 
a section which, if applicable, would limit or disallow its availability 
in almost every creditors’ reorganization. 

Without rejecting this interpretation, it is well to mention two 
consequences of holding that section 381 does not apply to a section 
371 reorganization. First, it seems clear that even if this is so, it does 
not mean that the loss carryover will always be denied to the trans- 
feree in a creditors’ reorganization. Section 371 applies only to 
transfers which are made in pursuance of a court order in a fore- 
closure, receivership, or Chapter X proceeding. Where the creditors 
reorganize the debtor outside of court in a voluntary arrangement, 


74 Proposed Reg. Sec. 1.382(b)-1(d) (2), 25 Fep. Rec. 13781 (1960) (emphasis added). 








1961] LOSS CARRYOVERS IN CHAPTER X REORGANIZATIONS 387 


section 371 does not apply. Under the effective-command test and the 
Palm Springs case, the continuity-of-interest test might well be 
satisfied even though there were no court proceedings. If so, it might 
be possible to bring the reorganization within the definition of a C 
reorganization, and section 361 would apply to the transfer. In this 
case, section 381 would entitle the transferee to the loss carryover.” 
Where the alternative of an out-of-court reorganization is possible, 
the result of not applying section 381 to a section 371 reorganization 
may be to place a high premium on avoidance of the machinery which 
the Bankruptcy Act has set up to facilitate distressed corporations. 
This result may well place recalcitrant creditors in an unfortunately 
strategic position at the bargaining table. 

The second aspect of the above interpretation brings us to the sub- 
ject of the ensuing portion of this article. Only those Chapter X re- 
organizations which are accomplished by a transfer of the debtor’s 
property are governed by section 371. Where the insolvent corpora- 
tion is reorganized without such a transfer, its loss carryover does 
not depend upon section 381 or section 382(b). If the loss carryover 
were denied in this alternative method of reorganization, there 
might be much to say for construing section 381 as denying the de- 
duction following section 371 transfers. But such is not the case. 
Before resuming our discussion of section 381, it is therefore appro- 
priate to consider the loss carryover in a Chapter X reorganization 
in which the debtor retains its property and its corporate identity. 


PossisLE APPLICATION OF SEcTION 269 


One last item should be mentioned here, however. This is the pos- 
sible application of section 269 which would disallow the carryover 
in its entirety, even where otherwise available, if it were shown that 
the principal purpose of the acquisition of property by the trans- 
feree, was to secure the benefit of this deduction. 

For two reasons it is believed that this section will be rarely, if 
ever, employed in connection with a creditors’ reorganization under 
Chapter X. The Bankruptcy Act itself requires that the plan of re- 
organization be submitted to the Secretary of the Treasury prior to 
its final confirmation.”* Where it appears to the Treasury that one of 
the principal purposes is avoidance of taxes, the Secretary may 
intervene; if the judge finds that such a purpose exists, he must re- 
fuse to confirm the plan.” Though not prohibited from doing so, it is 


75 See Cohen, Phillips, Surrey, Tarleau, and Warren, supra note 16, at 280. 
76 Sec. 266, 52 Stat. 903 (1938), 11 U.S.C. § 666 (1958). 
77 Sec. 269, 52 Stat. 904 (1938), 11 U.S.C. § 669 (1958). 
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unlikely that where the Secretary has not intervened, he will later 
raise the objection that the principal purpose of the acquisition was 
evasion or avoidance of taxes. 

Secondly, even if this objection is made, it should be simple to 
point to other important reasons for the plan in the orthodox equity- 
receivership reorganization. This should be so even if the reorgan- 
ization does not involve Chapter X or other court proceedings.” 
There may be substantially more danger of the application of section 
269 where a pre-existing outside corporation acquires the insolvent 
corporation’s assets in a reorganization described in section 381. In 
view of the foregoing discussion, however, it would be unusual if 
section 382(b) did not reduce the loss carryover or deny it altogether 
in this situation. 


Loss Carryover WuHerE No TransFer Occurs 


If the plan of reorganization under Chapter X can be effectuated 
by a readjustment of the loss corporation’s capital structure, the net 
operating loss deduction is not dependent upon section 381, but 
rather upon the general provisions of section 172, subject to possible 
disallowance under sections 382(a) and 269. Except where one of the 
latter sections is applicable, it may be said as a general rule that 
since the corporation has preserved its legal identity in such a reor- 
ganization, it is entitled to carry forward its ‘‘own’’ loss deduction. 
Possible qualifications of this rule will be discussed below. 


CoNSIDERATION OF Basis 


If in a Chapter X proceeding the debtor remains in possession of 
its property, as is here assumed to be the case, the reorganization 
will not come within the provisions of sections 371 and 372. At the 
corporate level the most important consequence is that the corpora- 
tion is not specifically entitled to the basis provisions of section 372 
(a). Even if the loss carryover is available where there is not a trans- 
fer of assets, it will accordingly be necessary in most cases to decide 
whether this advantage warrants forfeiture of continuity in basis. 
This will obviously depend in large measure upon the tax balance 
sheet and the income tax returns of the particular corporation. It 
will also depend upon the alternative treatment of basis. 


78 Where the property of the debtor is transferred to a new corporation formed to receive 
the assets, section 269(a)(2) might be inapplicable by its own terms if the creditors are 
regarded as in control of the debtor immediately before the transfer under the Alabama 
Asphaltic rationale. The exception mentioned in note 58 supra, does not apply, however, to 
acquisitions of control of a corporation under section 269 (a) (1). 
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It has previously been noted that since 1938 the Bankruptey Act 
has provided in section 268 that for tax purposes no income shall be 
deemed to have accrued or to have been realized by reason of the 
adjustment of the corporation’s indebtedness in a Chapter X pro- 
ceeding.”® Section 270, in turn, requires that the basis of the debtor’s 
property be reduced by an amount equal to the total cancellation or 
reduction of its obligations in the reorganization. Since 1940 this 
section has been limited ’\y the proviso that ‘‘the basis of any par- 
ticular property shall not be decreased to an amount less than the 
fair market value of such property as of the date of entry of the 
order confirming such plan.’’ *° These sections are applicable to all 
Chapter X reorganizations, not only to those accomplished by a 
transfer to another or a new corporation. 

Although on its face this might seem to require a reduction of 
basis in all cases by an amount equal to the difference between pre- 
reorganization and post-reorganization liabilities (subject only to 
the fair market value limitation), section 270 has not been so inter- 
preted. Where cancellation of indebtedness would not produce in- 
come under section 61(a) (12) of the Code, i.e., where the discharge 
would not result in income independently of the Bankruptcy Act 
provisions, both the Court of Appeals for the First Cireuit and the 
Tax Court have held that the reorganized corporation need not de- 
crease basis under section 270.*" In this connection, at least, two of 
the judicial concepts developed under section 61(a)(12) warrant 
special consideration. 

First, irrespective of other provisions of the Code, it has been 
held that a corporation does not realize income on the issuance of 
stock in satisfaction of its indebtedness. This result has been justi- 
fied on two grounds. In rejecting the Commissioner’s argument that 
there should be gain to the extent of the excess of the debt over the 
fair market value of the stock, the Tax Court has held that the issu- 
ance of stock for bonds is simply a substitution of a ‘‘capital stock 
liability’’ for a fixed indebtedness, ‘‘a continuation of the obligation 
in another form.’’ ** Judge Magruder, in Commissioner v. Motor 
Mart Trust,®* regarded the offer of stock, ‘‘with its accompanying 


79 Supra note 8. 

80 Supra note 10. 

81 Comm’r v. Motor Mart Trust, 156 F.2d 122 (1st Cir. 1946); Alcazar Hotel, Inc., 1 
T.C. 872 (1943); Tower Building Corp., 6 T.C. 125 (1946). See Eustice, Cancellation of 
Indebtedness and the Federal Income Tax: A Problem of Creeping Confusion, 14 Tax L. 
Rev. 225, 238-240 (1959). 

82 Aleazar Hotel, Inc., supra note 81, at 879. 

83 156 F.2d 122 (1st Cir. 1946). 
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equity rights in the company,”’ as sufficiently valuable consideration 
for the surrender of the bonds. ‘‘ This is so,’’ he said, ‘‘ whether the 
par value of the stock or its then market value was greater or less 
than the face value of the bonds.’’ ** Normally, of course, the cor- 
poration recognizes neither gain nor loss on the issuance of its stock, 
and the rationale underlying these decisions probably stems from 
the belief that this rule should also apply where the price paid for 
the stock is an amount previously paid for a bond or other evidence 
of indebtedness. Surely, if the creditor purchased stock and the pro- 
ceeds received for the stock were then used to repay the creditor on 
his debt obligation, the corporation would not recognize gain. This 
result seems sound and has been accepted by the Commissioner.* 
(The stock purchase analogy may have ramifications in relation to 
the loss carryover limitations of section 382(a). These will be ex- 
plored below.) * 

Secondly, although the financial condition of the taxpayer has 
never been a determinative factor in the realization and recognition 
of income from other sources, it has been regarded by the courts as 
a decisive test of recognition of income from discharge of indebted- 
ness. Where debts of an insolvent taxpayer are forgiven or cancelled 
and the corporation remains insolvent after the release, it is held 
that no income is realized because the debtor has received no eco- 
nomic benefit from the transaction.*’ If the debtor is rendered sol- 
vent by the discharge or reduction, there is income, but only to the 
extent of the benefit, the resulting excess of balance sheet assets over 
liabilities.** However artificial the logic may be, the Treasury con- 
ceded long before section 268 appeared in the Bankruptcy Act that 
where the discharge is effected in a bankruptcy proceeding or cred- 
itors’ composition, it produces no income to the debtor.*® 

Under these judicial rules, it is clear that even where section 372 
is not applicable to insulate a Chapter X reorganization from section 
270 of the Bankruptcy Act, the impact of the reduction of basis re- 
quired by the latter section may be considerably softened. To the 


84 Comm’r v. Motor Mart Trust, supra note 81, at 127. 

85 Motor Mart Trust, 4 T.C. 931 (1947), acq., 1947-1 Cum. BuLL. 3. See I.R.C. § 1032 
(1939). 

86 See discussion pp. 394-395 infra. 

87 E.g., Dallas Transfer & Terminal Warehouse Co. v. Comm’r, 70 F.2d 95 (5th Cir. 
1934) ; Kramon Development Co., 3 T.C. 342 (1944) ; Rev. Rul. 58-600, 1958-2 Cum. BuLL. 
29. 

88 Lakeland Grocery Co., 36 B.T.A. 289 (1937); Astoria Marine Construction Co., 12 
T.C. 798 (1949) ; Rev. Rul. 58-546, 1958-2 Cum. Buu. 143; see Fifth Avenue-Fourteenth 
Street Corp. v. Comm’r, 147 F.2d 453 (2d Cir. 1944). 

89 I.T. 1564, II-1 Cum. Buu. 59 (1923). See Reg. Sec. 1.61-12(b) (1957). 
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extent that creditors accept stock in the corporation, basis is not 
affected. Where bondholders prefer to accept new debt obligations 
for a decreased face amount rather than stock, the insolvency excep- 
tion may provide relief if the substitution of the new obligation does 
not of itself produce solvency. This same principle may also render 
inapplicable the requirements of section 270 where dissenting cred- 
itors receive their proportionate interests in cash. Even where these 
exceptions to recognition are not applicable, the fair market value 
limitation of section 270 itself may provide scme relief. Moreover, 
the consequences of the reduction may not be so serious as denial of 
the loss carryover in cases where the corporation’s assets consist 
principally of low-basis or non-depreciable properties. 

From this it may be safely assumed that in a great many instances 
the preservation of the net operating loss deduction, if possible, will 
on balance be a far more valuable tax attribute than continuity of 
basis. If both benefits cannot be carried through the reorganization 
by a transfer to a new corporation, the loss carryover may in some 
cases be salvaged by a recapitalization or stock-for-stock reorgan- 
ization. 


RECAPITALIZATION OF THE DEBTOR 


The Bankruptcy Act clearly contemplates that a Chapter X re- 
organization may be accomplished without the formation of a new 
corporation and without a transfer of the insolvent corporation’s 
property. Section 216(b) (10) requires that the Chapter X plan pro- 
vide ‘‘adequate means’’ for the execution of the reorganization. 
These ‘‘may include,’’ inter alia: *° 

... the retention by the debtor of all or any part of its property; ... the 
cancellation or modification of indentures or of similar instruments; the ex- 
tension of maturity dates and changes in interest rates and other terms of 
outstanding securities ; the amendment of the charter of the debtor ; the issu- 
ance of securities of the debtor for cash, for property, in exchange for exist- 
ing securities, in satisfaction of claims, or stock, or for other appropriate 
purposes. 


Under these broad provisions, ‘‘recapitalization’’ of the debtor may 
so frequently be available as an alternative to transfer to a new cor- 
poration that it is puzzling why any tax considerations should be 
made to depend upon this formal difference. 

If there is any non-bankruptcy reason why the structure of the 
insolvent corporation cannot be utilized in a reorganization, it is one 
which seems far removed from proper tax policy considerations. We 


90 52 Stat. 896 (1938), 11 U.S.C. § 616(10) (1958). 
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have already observed that a Chapter X merger or consolidation 
may not be possible under some state statutes which require the vote 
of shareholders who are excluded from further participation in the 
corporation. State corporation statutes also commonly provide that 
if an amendment to the certificate of incorporation would modify 
or affect the rights of any class of securities or stock, it may be 
accomplished only after it has received a majority or greater vote 
of each of the classes affected. As noted before, a number of states 
have enacted statutes which specifically dispense with this require- 
ment, as with a vote on merger, where a plan requiring such an in- 
ternal change has been approved by a bankruptcy court.*' Where 
such a provision has not been adopted, it may be an overwhelming 
burden to secure the necessary cooperation of stockholders who are 
eliminated under the plan. In such states, a recapitalization under 
Chapter X may be practically impossible.” 

Effect of section 382 (a). Where recapitalization is available, the 
loss corporation remains technically in existence. Whether this fact 
necessarily entitles it to the loss carryover under sections 172 and 
269 has been the subject of some recent litigation, discussed infra.” 
Even if it does, however, the deduction is subject to the specific dis- 
allowance provisions of section 382(a). Under this latter section, as 
has previously been noted, the loss carryover is denied in full in cer- 
tain cases where 50 per cent change in stock ownership is accom- 
panied by a failure to continue substantially the same trade or 
business. 

If applicable to insolvency reorganizations, it is unlikely that the 
second of these criteria under section 382(a) affords a sufficiently 
definite standard for tax-planning purposes. A natural concomitant 
of any Chapter X reorganization is a program to change the trade 
or business of the debtor corporation, at least to whatever extent is 
felt essential to establish the operating facilities on a sound basis. 
How far such a change might be accomplished without running afoul 
section 382(a) is unknown. Until recently the Treasury’s only pub- 
lished interpretation appeared in a ruling issued three years ago, 
which held that the section operated to deny the loss carryover to a 
dormant corporation which was reactivated and then resumed its 
original business.” Since one fundamental purpose of Chapter X is 
to enable the corporation to continue through the period of readjust- 


91 Supra note 46. 

92 See Billyou, Corporate Reorganization under State and Federal Statutes, U. Inu. L. 
Forum 556, 582-583 (1958). 

98 See discussion pp. 398-400 infra. 

94 Rev. Rul. 58-9, 1958-1 Cum. BuLt. 190. 
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ment as a going concern, this ruling would presumably have no ap- 
plication to the interval of receivership or trustee management un- 
less operations were completely shut down during this period.* 

More serious for our purposes is the Treasury’s pronouncement 
in the Proposed Regulations that notwithstanding continuity in the 
loss corporation’s other operations, section 382(a) will deny the loss 
carryover in any case where the requisite change in stock ownership 
has been followed by a failure to carry on the specific business opera- 
tion which incurred the loss.** On the other hand, so long as such loss 
operations are continued, it is apparently permissible to discontinue 
other profitable or marginal businesses or to add new businesses.” 

The statutory basis for this distinction seems tenuous. Section 382 
(a) itself simply provides that the deduction will be disallowed 
where the corporation in question ‘‘has not continued to carry on 
a trade or business substantially the same as that conducted before 
any change in percentage ownership.” If this language does justify 
the Treasury’s position, which seems doubtful, and if we assume 
momentarily that the acquisition of stock by creditors in a Chapter 
X proceeding is a ‘‘purchase’’ as defined in section 382(a), then the 
provision will seriously influence management decisions underlying 
Chapter X proceedings. Under the Proposed Regulations it is clear 
that a corporation engaged in businesses A and B, both profitable, 
and in business C, the loss operation, must remain in business C in 
order to utilize the carryover.** Whether the Treasury would apply 
its rationale to a corporation which has incurred losses in all three 
businesses and which discontinues one or two of them is unknown. 
There is no authority in section 382(a) for a partial allowance or 
disallowance of the deduction. 

In view of the possibly severe impact of the continuity-of-business 
requirement on the insolvent corporation, it is of critical importance 
to know whether the change of ownership provisions comprehend 
the transformation ‘of creditors into stockholders in a Chapter X 
proceeding. Here it is necessary to refer to the exact statutory lan- 
guage. In order to result in a denial of the loss carryover, the change 


95 Examples which appear in the Proposed Regulations on section 382 (a) (1954) sug- 
gest that the Treasury may be willing to admit continuity of business where a temporary 
redemption in operations is caused by external circumstances rather than by a policy deci- 
sion by management, at least where continuing efforts are being made to resume opera- 
tions. Whether the pendency of a Chapter X reorganization would fall within the former 
category is unclear. Compare Proposed Reg. Sec. 1.382(a)—1(h) Examples (1) and (2), 25 
Fep. Rea. 13779 (1960). 

96 Id. Sec. 1.382(a)-1(h) (7) Example (1). 

97 Id. Sec. 1.382(a)—1(h) (7) Example (2), and Sec. 1.382(a)—1(h) (8). 

98 See note 96 supra. 
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in the holdings of the ten largest stockholders described in section 
382(a) must be * 


... attributable to—(i) a purchase by such person or persons of such stock, 
the stock of another corporation owning stock in such corporation, or an in- 
terest in a partnership or trust owning stock in such corporation, or 

(ii) a decrease in the amount of such stock outstanding or the amount of 
stock outstanding of another corporation owning stock in such corporation, 
except a decrease resulting from a redemption to pay death taxes to which 
section 303 applies. ... 


Is the issuance of stock in discharge of the insolvent corporation’s 
indebtedness a transaction described by these sections? Paragraph 
(ii) seemingly contemplates a change of ownership ‘‘attributable 
to’’ a redemption of outstanding stock.*” Even though formerly 
outstanding stock may be cancelled in a Chapter X recapitalization, 
the change in stock ownership would normally be attributable to the 
issuance of stock to the creditors, not to the cancellation. The word 
‘‘purchase’’ in paragraph (i) is defined in section 382(a) (4) as ‘‘the 
acquisition of stock, the basis of which is determined solely by refer- 
ence to its cost to the holder thereof.’’ In this context, it is conceiv- 
able that the Commissioner might rely upon the cancellation of in- 
debtedness cases which have drawn an analogy between the receipt 
of stock for debt obligations and a purchase of stock under a sub- 
scription agreement with payment made in advance.’ It would fol- 
low from this reasoning that the basis of the stock is determined by 
reference to its ‘‘cost,’’ viz., the amount originally advanced to the 
corporation.’ This would bring the creditor who receives stock in 
an insolvency reorganization within section 382 (a). 

It should be observed that if this does constitute a ‘‘purchase’’ by 
analogy, the purchase should be regarded as having occurred at the 
time of the original ‘‘advance’’ and not at the time the exchange is 
made. But a more frontal assault can be made on the above position. 
From the wording of the statutory definition, it seems clear that the 
purpose is to exclude from the change of ownership provisions stock 
which has a basis determined by reference to the basis of the prop- 
erty exchanged for it. If this is a ‘‘recapitalization’’ within the 
meaning of section 368, then the exchange of ‘‘securities’’ for stock 
falls under section 354, and the basis of the stock acquired is deter- 


99 I.R.C. 382(a) (1) (B) (1954). 

100 See illustrations in Proposed Reg. Sec. 1.382(a)—1(g), 25 Frp. Rea. 13778 (1960). 

101 See discussion pp. 381-382 supra, but note that the Treasury did not so hold in Rev. 
Rul. 59-222, 1959-1 Cum. BuLL. 80, discussed at pp. 401-404 infra. 

102 Note that this would again present the problem of the Humpage case, supra note 66, 
but here in the context of an insolvency recapitalization. 
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mined by reference to the transferor’s basis in the property ex- 
changed for it under section 358, not by reference to its cost (fair 
market value). Even if the Chapter X reorganization is not a section 
368 ‘‘recapitalization,’’ or if the obligation is not a ‘‘security’’ under 
section 354, the same provision of section 358 would apply where the 
creditors receive 80 per cent of the stock in the reorganized corpora- 
tion. Under this construction, the creditor’s basis in his stock 
would be determined by reference to his basis in the obligation and 
not to its cost. 

If this analysis is correct, section 382(a) would have no applica- 
tion to most recapitalizations of the debtor under Chapter X. 

Effect of sections 172 and 269. In those years before 1954 in which 
the net operating loss was allowed as a deduction for prior or sub- 
sequent taxable years, the section allowing the loss was consistently 
phrased in terms of the ‘‘taxpayer.’’ * Although there were minor 
changes in the wording from statute to statute, the loss carryover 
section always provided that where the ‘‘taxpayer’’ had sustained 
an operating loss in one taxable year, this amount would be a deduc- 
tion from the ‘‘taxpayer’s’’ net income in certain succeeding years. 
In the New Colonial Ice * case, decided in 1934, the Supreme Court 
held that this language did not entitle a new corporation to the loss 
carryovers of its predecessor where the new corporation had been 
formed in an out-of-court creditors’ reorganization to receive the 
assets, assume the debts, and continue the business. ‘‘The statutes 
have disclosed a general purpose,’’ said Justice VanDevanter, ‘‘to 
confine allowable losses to the taxpayer sustaining them, 2.e. to treat 
them as personal to him and not transferable to or usable by an- 
other.’’ The words were ‘‘ plain and free from ambiguity.’’ The new 
corporation was a distinct entity. ‘‘The taxpayer who sustained the 
loss is the one to whom the deduction shall be allowed.’’ * 

Although New Colonial Ice rested on the separate legal identity 


103 See I.R.C. § 351 (1954). Alexander E. Duncan, 9 T.C. 468 (1947), held that holders 
of promissory notes who exchanged them for stock in the debtor corporation were trans- 
ferors of property under section 112(b) (5) (1939), the forerunner of section 351 (1954). 
The opinion does not reveal the term of the notes. It seems probable that this is a recapital- 
ization of the debtor within the meaning of section 368(a)(1)(E) (1954) if the continuity- 
of-interest test is satisfied. See Walter Bachrach, 8 TCM 373 (1949), aff’d, 182 F.2d 261 
(7th Cir. 1950) ; Robert Dollar Co., 18 T.C. 444 (1952) ; Reg. Sec. 1.368-2(e)(1) (1955). 
It has recently been held in a different context that there is no continuity-of-interest test in 
recapitalizations. Alan O. Hickok, 32 T.C. 80 (1959). It is not clear that this rationale 
would extend to creditors’ reorganizations, but in most cases the Alabama Asphaltic doc- 
trine should suffice. 

104 See the pre-1954 statutes, supra note 1. 

105 New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934). 


106 Td. at 440-441. 
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of the successor corporation, there was at least a suggestion in the 
opinion that continuity of business might also be an important con- 
dition upon the availability of the carryover. For the next fourteen 
years, however, it was apparently assumed without question by 
lower courts that if the corporation maintained its legal identity 
under state law it was the same taxpayer and therefore entitled to 
the deduction.” A number of these cases involved mergers or con- 
solidations, and in none of them was the question ever directly pre- 
sented whether absent such a readjustment there could be a loss of 
legal identity.** The issue instead was whether the pre-merger tax- 
payer had survived the reorganization. In this context it was gen- 
erally thought that the state’s characterization of the post-merger 
corporation was the determinative factor.’ Although some courts 
had questioned this rationale, it was not until 1956, when the Court 
of Appeals for the First Circuit decided Newmarket Manufacturing 
Co. v. United States,” that continuity of business was substituted 
as an independent basis for allowing the net operating loss de- 
duction. 

In the Newmarket case, a Massachusetts corporation had caused 
the formation of a Delaware corporation and then merged into it, 
and the question was whether a post-merger net operating loss 
could be carried back to a taxable year of the Massachusetts corpora- 
tion. In holding that it could, Judge Magruder admitted that the 
two corporations were not the same legal entity, but frankly rejected 
the ‘‘dry, technical argument’’ that this itself was decisive. What 
was important was that everything in the business except the cor- 
porate domicile remained the same, and that ‘‘through the whole 
period in question there was only one single business . .. which had 
a profitable year followed by several bad ones.’’ 1” 

In Newmarket the question was whether the continuity-of-busi- 











107 Until 1948, when the Tax Court considered the question and held there was no loss | 
of identity. Alprosa Watch Corp., 11 T.C. 240 (1948). 

108 F.g., Smucker Co. v. Keystone Stores Corp., 12 F.Supp. 286 (W.D.Pa. 1935), aff’d 
sub nom. Franklin vy. United States, 83 F.2d 1010 (3d Cir. 1936); National Bank of the 
Republic of Chicago, 31 B.T.A. 680 (1934). See McLaughlin v. Purity Investment Co., 75 
F.2d 30 (9th Cir. 1935), cert. denied, 295 U.S. 753 (1935); California Barrell Co. v. 
Comm’r, 81 F.2d 190 (9th Cir. 1936). 

109 See E. & J. Gallo Winery v. Comm’r, 227 F.2d 699, 703-705 (9th Cir. 1955); Cali- 
fornia Casket Co., 19 T.C. 32 (1952). But see Stanton Brewery, Inc. v. Comm’r, 176 F.2d 
573 (2d Cir. 1949). See note 4 supra. 

110 233 F.2d 493 (1st Cir. 1956), cert. denied, 353 U.S. 983 (1957). 

111 So characterized by Judge Magruder in F. C. Donovan, Inc. v. United States, 261 
F.2d 470, 471 (ist Cir. 1958). 

112 Newmarket Manufacturing Co. v. United States, supra note 110, at 497. 























1961] LOSS CARRYOVERS IN CHAPTER X REORGANIZATIONS 397 


ness rationale might be used to allow the deduction where legal iden- 
tity had obviously changed. In Libson Shops, Inc. v. Koehler, 
decided shortly thereafter by the Supreme Court, the rationale was 
used to deny the loss carryovers of three corporations which had 
merged with thirteen others. It appeared from the facts that ‘‘had 
there been no merger, these businesses would have had no oppor- 
tunity to carry over their losses.’’ “* Resting its decision on this 
ground alone, the Supreme Court found it unnecessary to decide 
whether there had been a loss of the old corporations’ respective 
identities under state law. 

Neither the Newmarket case nor the Libson Shops case presented 
the question whether a single corporate taxpayer which changes its 
operations would be entitled to offset the loss from the former busi- 
ness against the income from the new one. In Libson Shops the 
Supreme Court expressly refrained from passing upon a number of 
Tax Court decisions *° holding that a change in business does not 
change the identity of the taxpayer for purposes of carrying for- 
ward deductions or credits. In these cases the question has always 
arisen in conjunction with an accompanying change in control of 
the loss corporation. In this context the Service’s problem is one of 
policing the acquisition of loss corporations solely or principally for 
tax advantages. The Commissioner has relied upon two arguments: 
first, that the corporation is no longer the ‘‘taxpayer’’ which sus- 
tained the loss ; and second, that the acquisition of control was made 
for the principal purpose of avoidance or evasion of taxes and is 
thus subject to the proscriptions now found in section 269. 

Until quite recently,“* the Tax Court had consistently rejected 
each argument. In a long line of decisions, which started with North- 
way Securities Co.**" in 1931, it apparently adopted the position that 
no matter how extensive the changes in the corporation’s business, 
its stockholders, its name, or its location, it would be a violation of 
the established principle of the corporation as a separate legal entity 
to say that these changes effected a change also of corporate iden- 
tity.*7* Thus the problem was viewed solely in terms of continuity of 


118 353 U.S. 382 (1957). See Comment, 69 YALE L.J. 1201 (1960). 

114 Libson Shops, Inc. v. Koehler, supra note 113, at 388. 

115 Id, at 390 n. 9. 

116 See Thomas E. Snyder & Sons, Inc., 34 T.C. 400 (1960), aff’d, 61-1 U.S.T.C. J 9312 
(7th Cir. 1961). 

117 23 B.T.A. 532 (1931). 

118 See, e.g., Alprosa Watch Corp., 11 T.C. 240 (1948) ; British Motor Car Distributors, 
Ltd., 31 T.C. 437, 440 (1958), rev’d, 278 F.2d 392 (9th Cir. 1960); Virginia Metal Prod- 
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the certificate of incorporation.”’® With respect to tax avoidance, the 
Tax Court construed the statute quite literally and applied the lan- 
guage that is now in section 269 only to disallow the acquired cor- 
poration’s deductions to the acquiring corporation, not to the cor- 
poration which was itself acquired.’”° 

Under this line of decisions, it seemed clear that a corporation 
reorganized in a Chapter X proceeding by changes in its capital 
structure would not lose its taxable identity and would be entitled 
to carry forward its net operating loss regardless of changes in 
business and in stockholders. This is not at all clear under the recent 
decision of the Court of Appeals for the Fifth Cireuit in Mill Ridge 
Coal Co. v. Patterson." 

In the Mill Ridge Coal case, the loss corporation had originally 
been formed to engage in the coal mining business. After incurring 
losses in its mining operations, the corporation distributed all of its 
physical assets to its two stockholders. The stockholders then sold 
all of the stock to new interests which utilized the corporate shell in 
the oil transportation business. The question was whether the cor- 
poration could carry its mining losses over against the income from 
its transportation operations. In holding that it could not, the Court 
of Appeals relied upon each of the arguments which the Tax Court 
had previously rejected. 

The reasoning of the Court of Appeals is not very helpful. In 
holding that section 129 (now section 269) applied to the acquired 
corporation’s deductions, the Court’s premise was that this was 
exactly the sort of thing that the section was intended to prohibit.’ 
Even less satisfactory is the explanation of why the corporation was 
not the same taxpayer. Although Judge Hutcheson recognized that 
the Supreme Court had not professed to pass upon this situation, 
his alternative holding was apparently based solely upon Libson 
Shops. 

Within the past year the Court of Appeals for the Ninth Circuit 
has approved the construction of section 269 by the Court of Ap- 
peals for the Fifth Circuit, and even the Tax Court has now departed 
from its historic position with respect to disallowance of the ac- 
uets, Ine., 33 T.C. 788 (1960) ; ef. Coastal Oil Storage Co., 25 T.C. 1304, 1312 (1956), 
rev'd, 242 F.2a 396 (4th Cir. 1957). 

119 See Alprosa Watch Corp., supra note 118, at 245-246; Northway Securities Co., 
supra note 117, at 535. 

120 See note 118 supra. 

121 264 F.2d 713 (5th Cir. 1959), cert. denied, 361 U.S. 816 (1959). 

122 Mill Ridge Coal Co. v. Patterson, supra note 121, at 717. Cf. Coastal Oil Storage Co. 
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quired corporation’s deductions.’* For reasons which have been 
previously advanced herein, the applicability of section 269 presents 
no serious problems with respect to Chapter X reorganizations. 
At least in the orthodox situation where the individual creditors do 
not sell their claims to new interests, it is hardly possible to main- 
tain that the principal purpose of their acquisition of control was to 
secure the benefit of the corporation’s loss carryover. 

The suggestion that the corporation may lose its taxable identity 
is more serious. Although the Commissioner has pressed this argu- 
ment in each section 269 case since his victory in Mill Ridge Coal, 
both the Court of Appeals for the Ninth Cireuit and the Tax Court 
have carefully rested their decisions on a broadened construction of 
section 269 and have expressly refused to consider this alternate 
ground.’ It seems significant that in the Mill Ridge Coal case there 
was a change not only of stock ownership but also of the business 
conducted by the loss corporation. Since the Court of Appeals for 
the Fifth Circuit cited only Libson Shops, it is probable that change 
in stock ownership alone would not lead to the same result, for Lib- 
son Shops involved only the question of setting off the losses of one 
business against another’s income.’** Moreover, in the Mill Ridge 
case there was a substantial change in the nature of the business 
operations. Although, as we have noted, the natural inclination in 
an insolvency reorganization is to change certain features of the 
business, even a Chapter X proceeding will not ordinarily entail an 
interruption of this dimension. Even under the vague reasoning in 
the Mill Ridge Coal case, it is unlikely that the ‘‘change in tax- 
payer’’ rationale would extend to this type of recapitalization-reor- 
ganization under Chapter X. 

Mill Ridge Coal was decided under the 1939 Code. Under the 1954 
Code, the loss carryover would have been specifically disallowed by 
section 382(a). Nevertheless, the holding with respect to section 269 
probably has equal relevance under the present statute. Whether 
the ‘‘taxpayer’’ holding is still applicable is not so clear. Without 

123 Comm’r y. British Motor Car Distributors, Ltd., 278 F.2d 392 (9th Cir. 1960), 
reversing 31 T.C. 437 (1958); Thomas E. Snyder & Sons, Inc., supra note 116; Urban 
Redevelopment Corp., 34 T.C. 845 (1960) ; Kolker Bros., 35 T.C. No. 38 (1960), on appeal, 
Court of Appeals for the Fourth Circuit. 

124 See discussion pp. 387-388 supra. 

125 Comm’r v. British Motor Car Distribtuors, Ltd., supra note 123, at 394, and Tax 
Court decisions, supra note 123. 

126 The outstanding stock of each of the sixteen pre-merger corporations and of the 
successor corporation in the Libson Shops case was owned, directly or indirectly, by the 
same persons in the same proportion. Libson Shops, Ine. v. Koehler, 353 U.S. 382, 383 
(1957). But see pp. 410-414 infra for a discussion of Willingham v. United States, supra 
note 2. 








400 TAX LAW REVIEW [Vol. 16: 


explanation, this word was dropped from the general loss carryover 
section in the 1954 Code, and section 172 now simply provides that 
the net operating loss shall be allowed as a deduction, not stating 
to whom. It is difficult to assess the significance of this change. It 
would seem that the New Colonial Ice concept of allowance to the 
taxpayer who sustained the loss is implicit in the statute but, on the 
other hand, it may now be harder for the post-recapitalization cor- 
poration to say that it is entitled to the loss carryover simply be- 
cause the statute says so. 

The Internal Revenue Service has announced that it will not rely 
upon Libson Shops in cases governed by section 381 of the 1954 
Code.’** The question remains how far the doctrine of that case, as 
construed by the Court of Appeals for the Fifth Circuit, might be 
applicable to cases also subject to section 382(a). It has recently been 
suggested by one commentator that the Commissioner may take the 
position that the latter section is not exhaustive and that Libson 
Shops applies to a change in business alone.’ If so, it would place 
an unfortunate premium on the loss corporation’s remaining in a 
losing business in an attempt to recoup its deduction, since it ap- 
pears that otherwise the loss carryover is available following a re- 
capitalization even in a Chapter X reorganization. This conclusion 
is reinforced by a recent revenue ruling, discussed below. 


Destror aS ContTROLLED Sussmpiary: Stock-Fror-Stock AcQUvUISITION 
Unver CHapTeR X 


What is now a B reorganization under section 368(a)(1) has had 
substantially the same definition since 1934. It consists of ‘‘the ac- 
quisition by one corporation, in exchange solely for all or a part of 
its voting stock, of stock of another corporation’’ which is controlled 
immediately after the exchange by the acquiring corporation. The 
‘‘legal identity’’ of the acquired corporation is not impaired; it 
emerges from the reorganization as the subsidiary of the acquiring 
corporation. ‘‘Control’’ is defined as the ownership of at least 80 
per cent of the voting stock and 80 per cent of all other stock.’”° 

When used in conjunction with a plan under Chapter X of the 
Bankruptcy Act, the B reorganization is essentially no more than 
a different form of recapitalization of the debtor. The distinctive 


127 Rey. Rul. 58-603, 1958-2 Cum. BuLL. 147. See Sinrich, Libson Shops—An Argument 
Against Its Application under the 1954 Code, 13 Tax L. Rev. 167 (1958). 

128 Tobolowsky, New Cases Limit Changes in Ownership and Operations That Preserve 
Carryovers, 12 J.TAxaTION 8 (1960). 

129 T.R.C. § 368(¢) (1954). 
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feature is that the stock of the revitalized debtor is issued directly 
to the acquiring corporation, and instead of receiving stock in the 
debtor corporation, the creditors and stockholders who are entitled 
to an equity position under the plan receive their proportionate in- 
terest in stock of the new parent corporation. Generally this will re- 
quire an amendment of the certificate to cancel outstanding stock of 
the debtor, and where this is so, the possibility of accomplishing the 
reorganization by this procedure may depend, as in the case of a 
recapitalization or merger, upon state law. 

The changes occasioned by a B reorganization occur solely at 
the stockholder level, or in the case of a Chapter X reorganization, 
at the stockholder-creditor level. The assets remain the property of 
the debtor and therefore the loss carryover does not depend upon 
section 381 but upon the general deduction provisions of section 172, 
subject to possible disallowance under section 269. To the extent 
that these sections would not allow the deduction following a Chap- 
ter X recapitalization, they have equal force in the present context. 

It has presumably been made clear by Revenue Ruling 59-222 1° 
that the Commissioner will not take the position that the B reor- 
ganization of an insolvent corporation is covered by the express re- 
strictions of section 382(a). This ruling merits consideration in 
some detail, not only because it demonstrates the tax consequences 
of the reorganization of an insolvent corporation through stock 
acquisition, but also because, by necessary inference, it throws some 
light upon the preceding discussion of an insolvency recapitaliza- 
tion. 

In this ruling M corporation, apparently insolvent in the bank- 
ruptey sense, filed a voluntary petition for reorganization under 
Chapter X. Its liabilities were as follows: 


First mortgage bonds, 444% interest $6,000x 
Subordinated debenture bonds, 6% 7,300x 
Bank loan 250x 
General unsecured claims 1,100x 


There was a deficit of $4,000 and presumably the stockholders’ eq- 
uity had been eliminated. Under the plan of reorganization, N cor- 
poration, which was anxious to acquire the debtor ‘‘for its expan- 
sion program,’’ was to acquire all of the outstanding stock of M. The 
first mortgage bonds were to remain outstanding, and the bank loan 
was to be paid in cash. The debentures and general unsecured claims 


180 1959-1 Cum. BULL. 80. 
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were to be replaced by stock in N, the acquiring corporation, and the 
stockholders of M were to receive nothing. 

The ruling held first that this was a B reorganization. Though 
the Alabama Asphaltic Limestone case was not specifically cited, its 
rationale was followed in the Service’s finding that the holders of 
the debentures and the unsecured creditors had become ‘‘in reality, 
the owners of the equity in M after giving effect to the lien of the first 
mortgage bonds.’’ The transaction qualified as a B reorganization 
even though the creditors did not directly exchange M stock for 
N stock which they received. The effect was no different from a re- 
capitalization in which the creditors received stock in M and then 
exchanged this for stock in N. 

In the case of creditors, it was apparently held that the debentures 
were ‘‘securities’’ and that the claims of the general creditors were 
not. Consequently, the debenture holders recognized neither gain nor 
loss on the exchange of securities for stock in pursuance of a plan or 
reorganization. The general creditors were allowed to recognize 
what must have been loss in almost all instances. In this respect the 
ruling seems justifiably lenient to trade creditors, for it allows them 
to offset their loss against ordinary income and claim as a capital 
loss any subsequent loss on the substituted stock.’** The result is 
probably a fair one, since the trade creditor on an accrual basis gen- 
erally will already have reported his gain on sales to the debtor as 
ordinary income, but it seems unfortunate that the result turns on 
the meaning of ‘‘securities.’’ If the creditor has stepped into the 
shoes of the stockholder for continuity-of-interest purposes, it 
should follow that he has stepped into them for purposes of ‘‘se- 
curity’’ ownership as well.'* 

As for the corporation, the ruling held, by analogy to the Tax 
Court’s reasoning in Tower Building Corp.,’* that the exchange of 
stock for the debentures and unsecured claims was a ‘‘transforma- 
tion from a ‘ixed indebtedness to a capital stock liability’’ *** and did 
not effect a reduction or cancellation of indebtedness. Presumably 
because the reorganization had been equated with a recapitalization 
followed by the exchange of stock, there was no attempt to distin- 
guish this case on the ground that the creditors’ claims were here 
satisfied by issuance of stock in another corporation. Accordingly, it 


181 See I.R.C. §§ 1221(4) and 1231(a) (1954). Cf. Corn Products Refining Co. v. Comm’r, 
350 U.S. 46, 52 (1955). 

182 See generally, Griswold, ‘‘ Securities’’ and ‘‘ Continuity of Interest,’’ 58 Harv. L. 
Rev. 705 (1945). 

133 6 T.C. 125 (1946). 

134 Rey. Ruling 59-222, supra note 130, at 82. ate 
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was held that section 270 of the Bankruptcy Act did not require a 
reduction in basis. The facts set forth in the ruling do not indicate 
whether the general creditors received stock in N to the full extent 
of their claims against M. If their share of the equity was not equal 
to the full amount of their claims, then it would seem that there was 
a cancellation of debt pro tanto. For our purposes, it is significant 
that the debtor corporation retained the same basis for depreciation 
purposes that it would have received under section 372 if the reor- 
ganization had involved a transfer of property to another corpora- 
tion. 

Finally, it was held that the basis to N corporation of its stock in 
M was determined by references to the basis of the debentures in the 
hands of their holders, plus the fair market value of the stock in M 
which was deemed to have been given to the unsecured creditors in 
satisfaction of their claims. From this it followed that the acquisi- 
tion of M’s stock did not constitute a ‘‘purchase’’ by N within the 
meaning of section 382(a) (4). Since section 382 pertains only to the 
net operating loss carryover, this pronouncement might be inter- 
preted as an implicit admission that the carryover is available under 
section 172. 

In this ruling the acquiring corporation, N, was not a new corpo- 
ration formed by the creditors to hold stock in the debtor, but a pre- 
existing corporation. The question naturally arises whether the loss 
carryover of the debtor may be used to offset the parent’s income. 
As long as the parent-subsidiary relationship is retained, the Regu- 
lations make it clear that this may not be done even if a consolidated 
return is filed.’* But there may be alternative devices to produce 
the same result. 

It will be recalled that under section 381, the parent succeeds to 
the subsidiary’s loss corporation following the complete liquidation 
of the subsidiary, except in cases where the liquidation follows 
shortly after a purchase of the subsidiary’s stock.’** May the carry- 
over be passed to the acquiring corporation in a B reorganization 
followed by this sort of liquidation? Section 382(b) does not apply 
to liquidations. There is some likelihood, however, that this would 
be treated for practical purposes as an acquisition of assets rather 
than stock, 7.e., as a C reorganization, which would be subject to sec- 
tion 382(b) unless it is excepted under section 382(b) (3).*** There 
is, moreover, a substantial danger that section 269 would be held 


135 Reg. Sec. 1.1502-31(b) (3) (1955), as amended (1959). 


136 Supra note 6. 
137 See Reg. Sec. 1.331-1(c) (1955); Brrrker, FEDERAL INCOME TAXATION OF CoRPO- 


RATIONS AND SHAREHOLDERS 366 n.10 (1959). 
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to apply in this case, for unless there is a separate and credible 
corporate explanation, it would be difficult to refute the charge that 
the principal purpose of the liquidation was the acquisition of the 
deduction. A merger of parent and subsidiary might be subject to 
the same attack under the recently widespread acceptance of the 
construction of section 269 by the Court of Appeals for the Fifth 
Circuit, even if it is possible to merge the parent into the subsidi- 
ary.'** But if the parent transfers its income-producing assets to the 
subsidiary, the carryover would seem to be available under present 
law, unless this results in a change of business and a corresponding 
change in the identity of the taxpayer, under the Mill Ridge Coal 
extersion of Libson Shops. 

The possibility of using one of these devices coupled with a stock- 
for-stock reorganization in order to pass the loss carryover to a pre- 
existing corporation is a subject which would be inappropriate to 
explore in detail here.’*° Our concern is instead to determine whether 
and in what circumstances the loss carryover may be available to 
the reorganized corporation itself following a Chapter X proceed- 
ing. Under Revenue Ruling 59-222 it appears that the deduction may 
be made available to the emergent subsidiary in a stock-for-stock 
(debt) reorganization as well as to the debtor following a recapital- 
ization, subject only to the possible limitations of section 269 where 
tax avoidance appears to be the principal purpose. As has previously 
been noted, this should seldom be the case in a Chapter X reorgan- 
ization which does not involve an acquisition by a pre-existing cor- 
poration. 


ConcLusION 


The conclusions from the preceding discussion can be stated con- 
cisely. First, even if section 361, and therefore section 381, may ap- 
ply to a creditors’ reorganization which also qualifies under section 
371, there will in almost every case be substantial uncertainty 
whether the loss carryover will survive the restrictive tests imposed 


188 Under section 382(b)(5) (1954) a merger of parent and controlled subsidiary will 
not be subject to the limitations of section 382(b) (1). 

189 Although the Treasury has taken the position that this transaction is ‘‘ ordinarily’’ 
indicative of a principal purpose to avoid taxes, the disallowance provisions of section 269 
(1954) can be construed not to apply to this type of property acquisition. See I.R.C. § 269 
(a) (2) (1954); Proposed Reg. Sec. 1.269-3 (c), 25 Fep. Rea. 12705 (1960). 

140 See Cohen, Phillips, Surrey, Tarleau, and Warren, supra note 16, at 287; Gemmill, 
Loss Corporations, 36 TaxEs 105 (1958) ; Arent, Problems in Acquiring Closely-Held Loss 
Corporations in PROCEEDINGS OF NEW YorK UNIVERSITY FIFTEENTH INSTITUTE ON FEDERAL 
TAXATION 453 (1956). 

141 See note 78 supra. 
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by section 382(b). Second, if the recapitalization form of reorganiza- 
tion is available, it will generally be possible to carry the loss deduc- 
tion unscathed through the reorganization proceedings. The ques- 
tion which naturally arises is whether there is any rational basis 
for this distinction. 

As has been noted, if the reorganization is accomplished without 
a transfer of the debtor’s assets to another corporation, it will mean 
that the surviving corporation must forego whatever advantage it 
would otherwise derive from the explicit provision for continuity of 
basis in section 371. If this meant that the recapitalized corporation 
would in fact forfeit a sizeable depreciation deduction from ordinary 
income in future years, it might warrant the conclusion that this 
detriment is roughly offset by the availability of the deduction for 
past operating losses. As we have seen, however, there is no such 
quid pro quo. In the typical case where stock is substituted for the 
creditors’ fixed claims against the corporation, basis will be carried 
forward undiminished. Since the sacrifice of a reduction in basis will 
not ordinarily be imposed upon the recapitalized debtor, it is diffi- 
cult to defend a system which gratuitously makes the loss carryover 
available to it and at the same time denies the deduction if the reor- 
ganization entails the formally different procedure of a transfer of 
assets. 

The impact that this has upon the reorganization proceeding itself 
suggests a more serious basis for criticism. It should be obvious that 
in almost every instance the preservation of the loss carryover will 
be of paramount concern, because basis will remain essentially as it 
is with or without the help of section 372. Under the present statute, 
the parties to the reorganization must work on the assumption that 
this asset will be lost to the corporation if they utilize a section 371 
reorganization. Since the deduction can be saved by a recapitaliza- 
tion, it is obvious that the Internal Revenue Code will dictate this 
latter procedure in every case. The feasibility of reorganization as 
an alternative to liquidation may itself depend upon the availability 
of this asset. 

It is perhaps inevitable that tax considerations have an important 
bearing at almost every stage of corporate existence. It seems par- 
ticularly unfortunate, however, that the Code has not provided a 
more nearly uniform tax treatment for the corporation reorganized 
under Chapter X. It should be apparent that denial of the loss carry- 
over in a section 371 reorganization will have only one significant 
result, that of limiting the flexibility of planning which Chapter X 
was designed to provide. It is unlikely that more revenue will be 








~~ 
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produced for the Treasury. It is even more doubtful that this can be 
justified in terms of prevention of tax avoidance. In practice, it will 
only mean that what has traditionally been the most common, and 
most familiar, method of insolvency reorganization, the method that 
sections 371 and 372 are ostensibly designed to facilitate, will not be 
available. 

The bankruptcy court is, of course, critically concerned with the 
tax consequences of the plan of reorganization.’** Feasibility and 
fairness, the two essential conditions on confirmation of the plan, 
depend each upon the valuation of the debtor as a going concern.** 
Going concern value is necessarily based upon projections of earn- 
ing capacity. To the extent that the loss carryover will be available 
to offset future otherwise taxable profits, it is an indispensable in- 
gredient in the valuation process. It would seem to follow from the 
preceding discussion that the capitalization of earnings can be pre- 
mised on the assumption that the deduction will be carried forward. 
This does not answer the question, however, whether the deduction 
is to be regarded as any other asset of the corporation or whether it 
is something to which the former stockholders have a special claim. 
Although the Securities and Exchange Commission has apparently 
taken the position that the carryover is like any other asset,'* it is 
not at all clear why the persons who presumably held the equity in- 
terest at the time the loss was incurred should be denied any benefit 
of, or compensation for, a deduction which is designed to mitigate 
the effect of those loss years. This would be the situation in any case 
where, even after the loss carryover is included in the valuation, the 
corporation remained insolvent in the bankruptcy sense. If the loss 
carryover were itself the difference between solvency and insol- 
vency, the court would then face the question whether the stockhold- 
ers are entitled to vote as a class upon any plan of reorganization or 
only upon plans of recapitalization. 

Without more, these considerations would seem to suggest the 
wisdom of adopting that interpretation of sections 381 and 382 which 


142 See In re Inland Gas Corp., 241 F.2d 374 (6th Cir. 1957), cert. denied, 355 U.S. 838 
(1958), holding that the hazard of taxation of the corporation on the sale of its assets 
followed by distribution of the proceeds in complete liquidation was so substantial that 
the Chapter X plan could not be regarded as equitable or feasible. 

143 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 525 (1941). 

144 ‘*T'o the extent the loss carryover is a valuable asset, we believe it is an asset of the 
estate and our valuation of Green River [the debtor] reflects this factor. Since all of the 
security holders of the debtor are entitled to participate in the reorganized company, each 
class will receive its proportionate share of the benefits of the tax loss carryover.’’ Green 
River Steel Corp., supra note 52, at 529 n. 24. 
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would presumptively make the loss carryover available to the trans- 
feree corporation in the orthodox section 371 reorganization. 

There is, however, one other factor. If section 381 is to be con- 
strued to allow the net operating loss deduction to the insolvency 
transferee, it will be necessary to construe it also to require a carry- 
over of all other attributes which that section says the acquiring 
corporation must succeed to and take into account. As was remarked 
at the outset, this would mean that the debtor’s deficit in earnings 
and profits would be carried over to the acquiring corporation. It 
may be questioned whether this is a desirable result. 

The problem may be illustrated by assuming a corporate debtor 
with the following pre-reorganization tax balance sheet: 


Basis $110,000 Debt $130,000 
Investment 100,000 

Deficit (120,000) 

$110,000 $110,000 


We may assume further that this corporation is insolvent in the 
bankruptcy sense so that the oustanding debt exceeds the value of 
the assets. Under the absolute priority rule, the stockholders are 
therefore precluded from further participation in the corporation 
on the basis of their original investment. To the extent that the cred- 
itors receive stock, their investment which was originally denomi- 
nated ‘‘debt’’ is transformed into equity capital. Under these cir- 
cumstances, it would seem sensible to convert this into another 
‘‘investment’’ entry. Assuming that all of the creditors accept stock, 
this would leave the following balance sheet: 


145 See discussion p. 366 supra. In addition to the net operating loss carryover and 
the earnings and profits account, twenty additional items must be taken into account by 
the successor corporation under section 381(c) (1954). Many of these refer to accounting 
procedures, but it should be noted that the section would also allow or require succession 
to the capital loss carryovers and to the inventory accounting system of the debtor cor- 
poration. The section would also require the transferee to take into account the debtor’s 
discount or premium paid on the issuance of bonds, but this would mean simply that the 
transferee would be treated as the debtor itself would be treated if there were no transfer. 
It should also be noted that subparagraph (16) provides for deductions by the acquiring 
corporation upon payment or accrual of assumed obligations which would be deductible 
by the transferor, unless the obligations have already been reflected in the amount of 
consideration paid by the acquiring corporation. Presumably, the amount of stock or 
securities issued by the Chapter X transferee would always reflect the obligations of the 
debtor, and if this is so, then the proviso would not allow the transferee these deductions. 
But the meaning of the last sentence of section 381(c) (16) (1954) is far from clear, and 
the newly-issued Regulations on section 381 contain no reference to this subsection. 
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Basis $110,000 Investment (present 
stockholders) $130,000 
Investment (former 
stockholders) 100,000 
Deficit (120,000) 
$110,000 $110,000 


The question now is whether we should continue to represent on 
the tax books the original investment of the stockholders who no 
longer have any actual interest in the corporation. Even though this 
amount was once invested in the enterprise, it would seem sensible 
to wipe this entry off the right hand side, since it no longer repre- 
sents a real claim against the corporate assets or against potential 
corporate income. 

How can this be done? Theoretically, it can be done in either of two 
ways. The corresponding debit entry may be made either against 
basis or to reduce the offsetting deficit in earnings and profits. In a 
section 371 reorganization, however, section 372 provides that basis 
shall not be reduced and if section 381 is applicable to allow the loss 
carryover, that section also provides that the deficit is to be retained 
to offset future earnings and profits. Thus, it appears that if section 
381 is to apply, the investment of the original but now extinguished 
stockholders must be retained. It is not easy to justify this result. 

Under the present statute, then, the first problem is whether the 
advantages of a rational tax accounting system outweigh the im- 
portance of maintaining procedural flexibility in the formulation of 
the Chapter X plan. Beyond this, there is the obvious problem of 
justifying non-dividend treatment on distributions to the new stock- 
holders to the extent of the deficit incurred when they held only a 
creditor interest. It should be noted, however, that the debtor which 
is recapitalized under Chapter X would presumably carry the double 
representation of investment suggested above and, assuming that 
the Humpage rationale does not extend to recapitalizations, that it 
would also carry forward its deficit in earnings and profits. 

From the perspective of a court, there can be no easy answer to 
these problems. At first blush, it might seem preferable to forego 
the internal consistency of the tax balance sheet in order to achieve 
a more nearly uniform treatment of the different types of Chapter 
X reorganizations. On the other hand, even if section 381 is con- 
strued to allow the carryover to a section 371 transferee, the ob- 
stacles presented by the inept language of section 382(b) are formid- 
able, so formidable that it is doubtful whether a judicial opinion 
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could be presented in sufficiently broad terms to enable one to pre- 
dict that in any given future case the loss carryover would be avail- 
able following a Chapter X transfer of assets. Thus, even a liberal 
judicial construction of the statute would probably not produce flex- 
ibility in Chapter X planning because of the inherent uncertainty in 
the self-contained exception to section 382(b). The Treasury might 
cope with the problem through rulings and Regulations, but the Pro- 
posed Regulations on section 382 contain no reference to insolvency 
reorganizations. 

In the last analysis, it is impossible to escape the conclusion that 
if there is to be adequate relief it must come from Congress. From 
the point of view of promoting or restoring ease in the administra- 
tion of the Chapter X proceeding, the sine qua non of that relief 
should be uniformity in treatment of the loss carryover regardless 
of the mechanical steps taken to effectuate the reorganization. This 
desideratum is anterior to the more controversial question whether 
uniformity is to be achieved by a uniform allowance or a uniform 
denial of the deduction. 

To this question no sound reply can be formulated in the context 
of insolvency reorganizations alone, for the answer depends upon 
what corresponding policy is to be adopted in respect to the avail- 
ability of the loss carryover in the non-insolvency situation.’** If 
the loss carryover is to be regarded as any other asset of the corpo- 
ration, and if the deduction is to be thought of as essentially a de- 
vice for recoupment, then it should be made freely available to the 
Chapter X transferee as well as to any other transferee or pur- 
chaser of the asset. This would mean that it would be valued at the 
time of reorganization and that to whatever extent it enhanced the 
valuation of the going concern above the total indebtedness, the 
benefit would inure to the former stockholders by entitling them to 
that measure of continued participation. 

On the other hand, if the critical test of the availability of the de- 
duction in the non-insolvency context is to be continuity of proprie- 
tary interest, then the reorganization itself, which is unquestionably 
the most convenient point in time for demarcating the original pro- 
prietary investment, should be the occasion for cutting off the deduc- 
tion for past losses incurred by this extinguished economic unit. 


146 For an excellent, terse description of the conflicting policy arguments, see Peterson, 
Corporate Distributions and Adjustments: A General Survey, 3 Tax REVISION COMPEN- 
DIUM, 86th Cong., 2d Sess. 1611, 1616-1617 (House Committee on Ways and Means, 1959). 
See also Eldridge, When Can a Successor Corporation Use a Predecessor’s Loss, 8 J.TAxa- 
TION 46 (1958), for an itemized account of the factors of apparent importance in formu- 
lating a theory of the proper treatment of loss carryovers. 
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(Caution should be exercised, however, to assure that this does not 
place a premium on an out-of-court creditors’ reorganization.) 

A third principle which might be utilized, either independently or 
in conjunction with the latter rationale (as in present section 382 
(a)), is continuity of the business enterprise. Undoubtedly this con- 
cept must be refined before it can provide a basis for the rules to be 
applied to the loss carryover in the creditors’ reorganization.’** 

These polar concepts cannot be discussed in detail here. To those 
who adopt one or another as a touchstone for further consideration 
of the loss carryover problem, however, it should be emphasized 
that no resolution will be satisfactory unless it provides an even- 
handed and predictable basis for formulation of the plan of reor- 
ganization under Chapter X. The availability or non-availability of 
one of the insolvent corporation’s most valuable assets should not be 
made to depend upon formal and mechanical distinctions. In this 
respect the present statute is clearly deficient. 


ADDENDUM 


In Willingham v. United States,* decided April 11, 1961, the 
Court of Appeals for the Fifth Circuit held that under the 1939 Code 
a corporation reorganized under Chapter X of the Bankruptcy Act 
by adjustments in its capital structure was not entitled to offset its 
pre-reorganization net operating losses against income in subse- 
quent taxable years. In view of the specific disallowance provisions 
of the 1954 Code, it is not easy to assess the significance of this case 
with respect to points made in the main body of this article. Conse- 
quently, although the principal purpose of this addendum is to make 
certain that the interested reader is aware of this late development, 


147 See proposal of Professor Ernest J. Brown to allow the net operating loss deduction 
to offset only that amount of post-reorganization income which bears the same ratio to 
total income as the net basis of the assets contributed by the loss corporation bears to 
the combined post-reorganization net basis. Since the same formula would be used to 
determine the amount of income which may be offset by the loss carryover following any 
acquisition of assets for stock, this method, if applied to creditors’ reorganizations, would 
have the advantage of treating recapitalizations and asset transfers alike. Whether Pro- 
fessor Brown would apply this formula to insolvency reorganizations is not clear. If so, 
the exchange of stock in the reorganized corporation for claims against the predecessor 
would presumably give rise to an increase in net basis, even if it does not give rise to 
realized income. See discussion pp. 389-390 supra. This would mean that the loss carryover 
would be of greatly reduced value in most creditors’ reorganizations and of no value if the 
debtor had a negative net basis as might often be the case. See Brown, An Approach to 
Subchapter C, 3 Tax REVISION COMPENDIUM, 86th Cong., 2d Sess. 1619, 1628-1630 (House 
Committee on Ways and Means, 1959). 

148 61-1 U.S.T.C. J 9401 (5th Cir. 1961). 











1961] LOSS CARRYOVERS IN CHAPTER X REORGANIZATIONS 411 


it also seems appropriate to add a few comments and speculations 
upon the scope of the decision itself. 

In the Willingham case, the debtor corporation had incurred net 
operating losses as a truck carrier in 1949 and 1950. In the latter 
year Chapter X proceedings were instituted, and under the reorgan- 
ization plan as approved, the minority stockholders surrendered 
their stock, the controlling stockholder sold his shares to Willing- 
ham, and the proceeds of this sale were used to pay preferred credi- 
tors in full, federal taxes in part, and unsecured creditors to the 
extent of ten per cent of their claims. The stock purchase contract 
itself is not set forth in the opinion, but it appears that the purchase 
price was payable in installments, for the purchaser, Willingham, 
agreed under the contract to cause the corporation to assign five per 
cent of its gross receipts to the seller. This may have been a device 
for securing future payment by Willingham, but it seems more likely 
that this amount was a component of the purchase price itself. Aside 
from the modifications in capitalization necessitated by this plan, 
the corporation survived the reorganization under its original ar- 
ticles of incorporation and continued to operate its truck carrier 
business under Willingham’s new management and by authority of 
its original certificates of public convenience and necessity from the 
Interstate Commerce Commission. 

The loss carryover question subsequently arose in a curious con- 
text. Several years after the reorganization, Willingham was in- 
dicted, tried, and convicted on a charge that he had willfully claimed 
fictitious expense deductions on the corporation’s income tax re- 
turns for the years 1952 and 1953. On appeal the principal ground 
urged for reversal was that although the corporation had not re- 
ported the 1949 and 1950 operating losses on its 1952 and 1953 re- 
turns, it was entitled to these deductions as a matter of law, and as 
a result no taxes were properly payable by the corporation for either 
of these latter years. The Government conceded that if the loss 
carryovers were available, as claimed by Willingham, the conviction 
could not stand.**° 

Two facets of this case must have presented a peculiar dilemma 
for the Government. Since the corporation had not originally 
claimed any loss carryovers for the years in question, it did not ap- 
pear that the principal purpose of Willingham’s acquisition of con- 
trol was to obtain the benefit of these deductions. Consequently, it 


was hard to rely upon the disallowance provisions now contained in 


149 In the absence of a showing that a full and proper return would have resulted in a 
larger tax than that shown in the return actually filed, there is no evasion of any income 
tax liability. See Jones v. United States, 282 F.2d 745 (4th Cir. 1960). 
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section 269, and the Government was remitted to the Mill Ridge Coal 
argument that the corporation had lost its taxable identity in the 
reorganization. There was, however, a glaring distinction between 
the Mill Ridge Coal Company, which had tried to offset coal mining 
losses against income derived from petroleum transportation, and 
Willingham’s corporation, which had a continuous history of truck- 
ing operations over routes rather precisely defined by the franchise. 
Whereas continuity-of-business enterprise, the Libson Shops cri- 
terion,*® was lacking in the Mill Ridge Coal case, this test would 
seem to have been satisfied on the facts in Willingham. 

In what must have been a surprising victory for the Government, 
the Court of Appeals for the Fifth Circuit held that this distinction 
was not decisive, that the post-reorganization corporation was ‘‘a 
completely different taxable person,’’ and that it was therefore not 
entitled to deduct the losses from prior years. Writing for the Court, 
Chief Judge Tuttle frankly admitted that after the reorganization 
the corporation had continued to carry on ‘‘substantially the same 
kind of business activity,’’ and that in this respect the case differed 
from the Mill Ridge Coal case. At the same time, however, he at- 
tached considerable importance to the ‘‘complete identification”’’ of 
the new sole stockholder with the corporation, to the consequent dis- 
continuity of proprietary interest, and to the pledge of gross rev- 
enues, which was apparently enough of itself to produce ‘‘an en- 
tirely new corporate structure.’’ 

The Willingham case involved years governed by the 1939 Code. 
Since 1954, when section 382(a) was enacted, the statute itself has 
explicitly provided for disallowance of loss carryovers only if the 
required change in stock ownership has been accompanied by a 
failure to remain in the same business. By implication, the 1954 Code 
therefore rather clearly indicates that where a corporation does not 
change its business operations, change of stock ownership alone 
will not result in disallowance of loss carryovers unless the tax 
avoidance provisions of section 269 are applicable. For this reason 
it is unlikely that the strict holding of the Willingham case will be 
regarded as controlling in cases arising under the 1954 Code. 

One other aspect of the Willingham case may, however, come to 
have more far-reaching importance. After making the points dis- 
cussed above, largely in reiteration of the arguments which had 
been presented by the Government, the Court went on to observe 
that in Libson Shops the Supreme Court had stated that the loss 
carryover provisions were designed ‘‘to permit a taxpayer to set 


150 See discussion pp. 396-400 supra. 
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off its lean years against its lush years, and to strike something like 
an average taxable income over a period longer than a year.’’ * To 
Chief Judge Tuttle it seemed that Willingham’s corporation had 
‘* ‘set off its lean years’ by having them wiped out in reorganization 
proceedings,’’ and that it could not thereafter ‘‘utilize the same 
losses to minimize its taxes to the United States, part of whose claim 
for taxes had been discharged in the reorganization proceedings.’’ 

While there may be a certain appeal in the logic of this comment 
as applied to the facts of the Willingham case, it is questionable 
whether it provides a satisfactory rationale for perfunctory disal- 
lowance of net operating loss carryovers following all Chapter X 
proceedings. The effect of the reorganization upon accrued federal 
tax liability will naturally vary with the facts underlying each par- 
ticular reorganization. Generally, the reorganization itself will be 
preceded by one or more loss years, for which no federal income 
taxes will arise, and the consequent availability of the net operating 
loss carryback should further reduce any accrued tax liability. 
Moreover, there is, of course, no necessary correlation between the 
amount by which tax claims are reduced in the Chapter X proceeding 
and the potential benefit to be derived by the taxpayer from use of 
the accrued loss carryovers. 

As often as not, the creditors of the debtor corporation who re- 
ceive stock in the debtor to compensate them for loss of their claims 
and priority against the corporate assets do not sell out, but instead 
remain in control of the post-reorganization corporation. In this 
situation, the loss years are ‘‘ wiped out’’ through the simple expedi- 
ent of substituting what the Tax Court has called a ‘‘capital stock 
liability’’ for the fixed obligations which are surrendered.” While 
the loss years are extinguished in the sense that the corporation re- 
gains solvency by virtue of the Chapter X proceedings, the interests 
of those individuals who have, in various forms, advanced money 
for the debtor’s operations are merely rearranged. It may be hard 
to convince the creditor who is forced to accept stock in the continu- 
ing business enterprise that the loss years have in fact been ‘‘ wiped 
out.’? However this may be, it is difficult to comprehend why this sit- 
uation should be treated differently from that in which the creditors 
or stockholders, of their own volition, voluntarily rearrange their 
interests in an out-of-court recapitalization. It is hard to believe 
that the Court would have regarded this as an obstacle to carrying 
forward prior net operating losses, at least where, as in the Willing- 


151 Libson Shops, Inc. v. Koehler, 353 U.S. 382, 385 (1957). 
152 Aleazar Hotel, Inc., 1 T.C. 872, 879 (1943) ; see discussion pp. 389-390 supra. 
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ham case, there is no accompanying change in business operations. 

In short, it seems likely that the decisive fact in the Willingham 
case was that an outsider who had had no previous connection with 
the loss corporation was the sole individual who would benefit from 
allowance of the loss carryover. In the absence of this factor, there 
is certainly room for argument that the rationale of the case has no 
application under the 1954 Code. 








Tax Aspects of Cuban Expropriations 
WILLIAM A. PATTY 


a seizure of nearly one billion dollars of United States invest- 
ments * by the revolutionary government of Fidel Castro has created 
tax questions which, although less explosive than the political as- 
pects of the Cuban revolution, are, nevertheless, of great importance 
to those whose assets were involved. This discussion will attempt to 
evaluate the extent to which our tax laws adequately cope with the 
situation caused by the Cuban expropriations. 

The first of these expropriations was effected under the Agrarian 
Reform Law of May 17, 1959.” The statute provided for the issuance 
of Cuban government bonds for the properties seized, and at the out- 
set there was a pretense, at least, of legal formality. As a result, the 
United States owners attempted to follow the administrative proce- 
dures provided by the law. It soon became evident, however, that 
only lip service was being given to the law and that there was no 
intention of making prompt and adequate compensation for the 
properties seized. Appraisals were set at unrealistic figures,* and no 
bonds of any kind were ever issued, or probably even printed. 

As the relations between Cuba and the United States grew more 
tense, and the financial condition of the Castro regime more and 
more desperate, less formal seizures occurred. Under both the 
Agrarian Reform Law and the Labor Law,* for example, one busi- 


William A. Patty (B.S. Princeton University, LL.B. Harvard Law School) is a member 
of the New York Bar and a partner of Shearman & Sterling, New York City. 

1U. S. Dep’r or Commence, U. S. Business INVESTMENTS IN FoREIGN COUNTRIES—A 
SUPPLEMENT TO THE SURVEY OF CURRENT BusINEsS 89 (1960). The Department of Com- 
merce figures are book figures, so that to the extent of appreciation the actual economic 
loss is greater than one billion dollars. On the other hand, the effect on United States tax 
revenues will be substantially less than 52 per cent of one billion dollars, for a substantial 
part of this book figure is represented by accumulated earnings of foreign corporations 
which will not give rise to United States tax deductions. 

2 OFFICIAL GAZETTE (special ed. June 3, 1959). There had been some previous individual 
‘¢interventions’’ purporting to be temporary. Z.g., Law 121 of March 3, 1959, intervening 
the Cuban Telephone Company. 

8 Apparently the general practice was to appraise at approximately ten per cent of 
actual value. 

4Law 647 of November 24, 1959, OFFICIAL GazETTE (Nov. 25, 1959), as amended by 
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ness after another was ‘‘intervened,’’ sometimes at the point of a 
gun. This simply meant that United States property interests were 
taken over by interventors (managers or sequestrators) acting for 
the Cuban government. In many cases no formal orders, receipts, or 
documents of any sort were given by the Cuban government to 
formalize these seizures. 

Finally, on July 6, 1960, following our Government’s reduction of 
the sugar quota, Castro promulgated Law 851° and proceeded to 
expropriate the bulk of United States business in Cuba, including 
many businesses that had previously been intervened. This law 
makes a mockery of providing compensation. It purports to provide 
for payment in the form of bonds, but the bonds are to be amortized 
over a period of ‘‘not less than thirty years’’ and only out of a fund 
in which will be deposited 25 per cent of the excess over 5-3/4¢ per 
pound received for sugar sold to the United States in excess of three 
million tons annually.* This price is approximately ten per cent 
higher, and the quantity forty per cent higher, than the averages for 
the past eight or ten years, so that these provisions for payment are 
meaningless as a practical matter. Whether the bonds are a direct 
obligation of the government or payable only out of the fund is not 
clear. 

The law expressly provides that no appeals may be taken from 
expropriations thereunder, and on August 10, 1960, a number of the 
leading members of the Cuban Bar rendered a joint opinion to the 
effect that efforts to pursue legal remedies under it would be fruit- 
less. Since the compensation provisions of both the Agrarian Re- 
form Law and Law No. 851 are being ignored or involve at best a 
remote contingency, there appears to be little possibility of any sub- 
stantial reimbursement by the Cuban government in the foreseeable 
future.” 


Law 843 of June 30, 1960, OrriciAL GAzETTE (July 6, 1960), authorized the Minister of 
Labor to intervene businesses to prevent loss of employment. 

5 OFFICIAL GAZETTE (July 7, 1960). 

6 Law 851, § 5 (July 7, 1960). 

7 Law 890 of October 13, 1960 nationalized most of the remaining basic industries for 
the stated purpose of liquidating ‘‘the economic power of the privileged classes,’’ and 
the Urban Reform Law of October 14, 1960 nationalized all dwellings not occupied by 
their owners. OFFICIAL GAZETTE (special eds. Oct. 13 and 14, 1960). See Reeves, The Cuban 
Situation in REPORT OF COMMITTEE ON INTERNATIONAL LAw, N.Y.B.A. 4 (Dee. 31, 1960) ; 
Allison, Cuba’s Seizures of American Business, 47 A.B.A.J. 52, 187 (1961); and Note, 
"oreign Seizure of Investments; Remedies and Protection, 12 Stan. L. REv. 606 (1960), 
cor discussions of the various expropriation laws of the Castro regime and their conse- 
quences under international law. 
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Present Tax Provisions 


Under such circumstances, what are the results under our tax 
laws? Section 165(a) of the Internal Revenue Code provides in the 
case of corporations: 


... There shall be allowed as a deduction any loss sustained during the tax- 
able year and not compensated for by insurance or otherwise. 


The Regulations define ‘‘loss’’ as one actually sustained during 
the taxable year and not made good by insurance ‘‘or some other 
form of compensation.’’ * They disallow the loss where there exists 
a ‘*‘claim for reimbursement with respect to which there is a reason- 
able prospect of recovery.’’ In such ease, the loss is deferred until 
it can be ascertained with reasonable certainty whether or not such 
recovery will be received. This is, of course, a question of fact to be 
determined upon examination of all the circumstances.°® 

While the Cuban expropriation laws purport to provide for com- 
pensation, their administration and the formulas provided for the 
computation of the compensation make it extremely unlikely that 
any will in fact be paid. Under the circumstances, there would ap- 
pear to be no ‘‘reasonable prospect of recovery,’’ and the Cuban 
seizures have therefore given rise to losses allowable under section 
165(a).29 

8 While the Mutual Security Act of 1954, Sec. 413(b), 22 U.S.C.A. § 1933(b) (4) (B) (ii), 
(Supp. 1960), provided for compensation for loss of investment by reason of expropriation 
or confiscation by action of a foreign government, apparently not one United States 
company availed itself of this guaranty. 4 I.C.A. OPERATIONS REPORT 120 (June 30, 1960). 
This was true despite the fact that the expropriation guaranty fee was only one-half of 
one per cent per year of the face amount of the contract. I.C.A. INVESTMENT GUARANTY 
HANDBOOK 19 (1960). 

9 Reg. Sec. 1.165-1 (a) and (d) (1960). 

10 The basis for determining the amount of the loss is the adjusted basis of the property 
for determining loss on sale or other disposition. I.R.C. § 1011 (1954). Although by the 
time of the expropriations, remittances of earnings to the United States were backed up 
to some extent under currency controls, there had been no devaluation affecting the basis 
of Cuban assets for United States tax purposes, and where appropriate licenses were 
obtained, the peso could be converted into United States dollars at parity. In the unofficial 
market here in the United States, however, the peso declined from parity with the United 
States dollar in the fall of 1959, to eighty-five cents on December 24, 1959, and to a current 
figure of around thirty-five cents. N. Y. Times, Dec. 22, 1959, p. 49, and May 12, 1961, p. 41. 
The taxpayer must, of course, establish ownership of the property at the time of the seizure, 
and establish its tax basis. Failure to do either may result in the disallowance of the loss. 
See, e.g., Ernest Adler, 8 T.C. 726 (1947). Accordingly, retention of complete accounting 
records, appraisals, affidavits describing the properties seized, copies of any orders issued 
by the Cuban government, etc. is indicated both for the purposes of possible claims through 
the State Department or an international tribunal and to facilitate proof of the tax loss 
involved. While it is necessary to perfect an international claim to show that local remedies 
have been exhausted, a claimant is not required to exhaust justice when there is no justice 








418 TAX LAW REVIEW [Vol. 16: 


Ample support for this conclusion is found in court decisions in- 
volving seizures by foreign governments. The leading case is United 
States v. White Dental Manufacturing Co., decided by the Supreme 
Court of the United States." There the taxpayer had a wholly-owned 
German subsidiary, its investment of $130,000 being represented by 
stock and debt. In March, 1918, a German sequestrator took over the 
management of the corporation. 

The Supreme Court said the question was whether the loss sus- 
tained by the taxpayer on its investment in the subsidiary through 
the seizure of its assets was so evidenced by a closed transaction 
within the meaning of the tax law as to authorize a deduction. The 
Court pointed out that the sequestration of the property was within 
the power of the German government as a belligerent power and left 
the corporation without right to demand its release or compensation 
for its seizure, at least until the declaration of peace. What would 
ultimately come back to the taxpayer would not come back as a mat- 
ter of right, but as a matter of grace to the vanquished or exaction by 
the victor. In any case, the amount realized would be determined by 
the hazards of the war then in progress. The Supreme Court held 
that the statute contemplated a loss complete enough for deduction 
without the taxpayer establishing that there was no possibility of 
an eventual recoupment. In this connection the Court stated: 7” 

... It would require a high degree of optimism to discern in the seizure of 
enemy property by the German government in 1918 more than a remote hope 
of ultimate salvage from the wreck of the war. The Taxing Act does not 
require the taxpayer to be an incorrigible optimist. 


The war, of course, ended quickly, and in March of 1920, only two 
years after their seizure, the properties were returned. Due to mis- 
management, however, the assets of the corporation had been de- 
pleted, and they were sold in 1922 for $6,000. In 1924 the taxpayer’s 
claim filed with the Mixed Claims Commission was allowed in the 
amount of $70,000. Thus, although some of the property was re- 
covered only two years after the seizure, and although it was evident 
at the time of the hearing that substantial additional amounts would 
be recouped through the Mixed Claims Commission,"* the Supreme 
Court allowed the full investment as a loss in 1918. 


to exhaust. Allison, supra note 7, at 51. A similar liberal approach has been adopted in the 
tax cases. See discussion pp. 420-421 infra. See note 17 infra with respect to seizure losses 
of individuals. 

11 274 U.S. 398 (1927). 

12 United States v. White Dental Manufactu:ing Co., supra note 11, at 403. 

13 Apparently the award of $70,000 was paid in full. See 1959 Report or THE SECRETARY 
OF THE TREASURY 646. 











1961] TAX ASPECTS OF CUBAN EXPROPRIATIONS 419 


Brown v. Commissioner ** applied the doctrine of the White 
Dental case to Japanese bonds seized in Germany and held that 
their recovery within a relatively short time did not negative the 
fact of loss. The bonds were reported as enemy property on April 4, 
1918, and placed under the control of the official sequestrator. They 
were released to the taxpayer on June 10, 1920, and immediately 
sold, the proceeds being reported as income for that year. 

The Commissioner disallowed the loss claimed for 1918 on the 
ground that the taxpayer had not shown that the bonds were un- 
collectible. The Board of Tax Appeals allowed the loss stating: 


... The value of these bonds rested ultimately not with Germany but with 
Japan. Their sequestration by Germany might conceivably be overcome by 
Japan’s refusal to recognize it. But as a practical matter, petitioner’s prop- 
erty had been taken from him and he was helpless to secure its return except, 
so far as he knew, by arduous, prolonged and uncertain means. The chances 
of recovery were little, if any, more favorable than those of the taxpayer in 
the White case, supra. 


While these cases involve seizures by countries at war, the prin- 
ciples they announce have been applied to seizures based on nation- 
alization statutes and on statutes pursuing confiscatory policies of 
racial discrimination. An interesting recent case of this nature is 
that of Mikolajczyk v. Commissioner.** Mr. Mikolajezyk had been 
prime minister of the Polish government in exile and later the 
minister of agriculture of the provisional government of Poland 
under the Yalta Agreement. He was the leader of the opposition to 
the Communist party in Poland. By October of 1947 his position had 
become so dangerous that he was forced to flee to the United States, 
arriving here on November 26, 1947. 

He left behind in Poland a farm in the country and a residence in 
the city. The farm had been operated as a business. The residence 
was a house which had been destroyed during the war but which he 


1418 B.T.A. 859 (1930), aff’d, 54 F.2d 563 (1st Cir. 1931), cert. denied, 286 U.S. 556 
(1932). 

15 Brown v. Comm’r, 18 B.T.A. 859, 870 (1930). The opinion does not state whether the 
bonds were negotiable or non-negotiable, but the case was apparently submitted on the 
theory that they were non-negotiable. Thus, the briei of the Commissioner before the 
Court of Appeals states that there was no evidence as to whether the bonds were registered 
or negotiable, and further, that since they were not used by the German government, ‘‘it 
is a fair inference that the German government could make no use of them.’’ He argued 
that under the circumstances ‘‘it would have been unreasonable for the taxpayer to have 
supposed that Japan would ... fail to pay its debt. ...,’’ and therefore that there was no 
closed transaction supporting a tax deduction. Brief for the Commissioner, p. 19, Brown 
v. Comm’r, 54 F.2d 563 (1st Cir. 1931). 

16 14 TOM 633 (1955). See also Eugene Houdry, 7 T.C. 666 (1946), and cases cited in 
notes 19, 21, 24, and 26 infra. 
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had reconstructed, thus acquiring life interests for himself and his 
children. Approximately three-quarters of the house had been used 
for official business in connection with his government activities. 

Mr. Mikolajezyk proved in the Tax Court proceeding that under 
the law of Poland his departure resulted in the forfeiture of his 
citizenship and the expropriation of his property, and that seizure 
of the property pursuant to established procedures would have been 
consummated between December 3 and December 20, 1947. On these 
facts the Tax Court allowed a loss on his farm and a loss of three- 
quarters of his investment in the residence.” 

These authorities, of course, related to seizures under foreign laws 
making no provisions for compensation. But in the Cuban situation 
this distinction has little meaning. It is evident that no compensation 
for the Cuban expropriations is intended or, at least, is highly con- 
jectural. Perhaps at some time in the future the State Department 
may be able to work out some adjustment.’* If and when such an 
agreement is worked out, the American taxpayer may have a re- 
covery. In the meantime, he has suffered a loss as surely as did the 
White Dental Manufacturing Company or Mr. Brown or Mr. Miko- 
lajezyk. He is not required to be an ‘‘incorrigible optimist.’’ As a 
‘* practical matter’’ his property is gone. He does not have to await 
the outcome of ‘‘arduous, prolonged and uncertain”’ efforts to ob- 
tain its return or reimbursement before claiming his loss for tax 
purposes. 

That a theoretical right to compensation does not preclude a loss 
was decided in Elek v. Commissioner.” There a refugee’s property 

17 The personal portion of the loss on the residence was disallowed, since in the case of 
individuals losses are allowed only if incurred in a trade or business, in a transaction 
entered into for profit or from ‘‘ fire, storm, shipwreck, or other casualty, or from theft.’’ 
LR.C. § 165(¢) (1954). See I.T. 4086, 1952-1 Cum. BuLL. 29, denying a loss with respect 
to personal property of an individual confiscated during the Korean hostilities, on the 
ground that losses sustained through seizure are not casualty losses and thus are not 
deductible unless incurred in trade or business or in a transaction entered into for profit. 

18 After fifteen years of a policy of plunder, some of the Communist-dominated countries 
have started to provide compensation. Yugoslavia, which had previously paid seventeen 
million dollars for seized American properties to obtain release of its deposits here, agreed 
last yeaz to assume responsibility for interest on its defaulted external debt in the obvious 
hope that American aid extended to it would continue. 42 Dep’r STATE BULL. 973 (1960). 
A settlement was also reached by the State Department with Poland last July providing for 
installment payments of forty million dollars on account of seizures of American proper- 
ties. 43 Dep’r STATE BULL. 226 (1960). A similar settlement was made with Rumania last 
March, involving about twenty-five million dollars. 42 Dep’r Strate Buu. 670 (1960). 
Negotiations are now under way with Bulgaria. Russia, of course, continues to refuse 
to acknowledge its external debt or to compensate despoiled foreign citizens, even dis- 
honoring its own notes issued on the latter account and refusing to settle its lend-lease 
obligations. N.Y. Times, Jan. 14, 1961, p. 21, col. 1. 

19 30 T.C. 731 (1958). 
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in Hungary had been seized when he fled to this country. The law 
under which the property was seized expressly provided for com- 
pensation, and the Commissioner sought to disallow the deduction 
on the ground that the taxpayer had failed to prove his inability tc 
recover his investment. The Tax Court nevertheless allowed the loss, 
stating,”® 

... Although the decree provides that the nationalization ‘‘shall be effected 
against compensation’’ the petitioner has received no compensation or offer 
of compensation. ... The attitude of the present Hungarian Government... 
offers little reason to hope that compensation will be forthcoming from it. 
The acquiescence in the decision by the Commissioner indicates his 
approval of the allowance of loss where a theoretical right to com- 
pensation is illusory in fact.” 

Not only is a seizure loss allowable despite a theoretical right to 
compensation if, as a practical matter, the right is illusory, but the 
loss does not turn upon a technical taking of title to the property. 
The loss results from the seizure of control rather than title, and the 
legality or illegality of the act is immaterial. Thus, in Rozenfeld v. 
Commissioner ™ the taxpayer’s factory in Poland was seized by the 
Germans in 1939 and operated by them until they were driven out 
by the Russians in 1945. The taxpayer sought to claim a war loss 
deduction for the property in 1941, contending that he still retained 
the legal title to the factory. His loss was denied, the Court holding 
that under the White Dental case the taxpayer, although he had re- 
tained his title, had lost ownership and control, and had thus suffered 
his tax loss in 1939 when the properties were seized by the Germans. 

Similarly, in Wyman v. United States * the taxpayers fled from 
Czechoslovakia in 1938 and 1939, and control of their properties, 
consisting of coal mines in Sudetenland, bank accounts, securities, 
etc., was taken by agents of the German forces. Under various Nazi 
decrees, including one of November 15, 1941, this resulted in the loss 
of their citizenship and the forfeiture of their properties. However, 





20 Elek vy. Comm’r, supra note 19, at 734. 

21 Similarly, in Tibor Daniel, 19 T.C.M. 1521 (1960), involving the nationalization of 
improved real estate of ‘‘capitalists’’ by Hungary, a loss was allowed for 1952 over the 
Commissioner’s objection that petitioner had not proved she was unable to secure com- 
pensation on proof merely of the fact of seizure and that no compensation had been 
received. See also the following cases allowing losses where a theoretical right to com- 
pensation probably existed, but where no issue was raised and no proof offered as to the 
taxpayers efforts to obtain compensation: Madeleine Feiks, 17 TCM 642 (1958) (apart- 
ment building in Hungary nationalized in 1952); Dezso Goldner, 27 T.C. 455 (1956) 
(veneers nationalized by Hungary in 1947); Andrew Solt, 19 T.C. 183 (1952) (farm in 
Hungary seized under land reform law in 1945). 

22181 F.2d 388 (2d Cir. 1950). 

23166 F.Supp. 766 (Ct.Cl. 1958). 
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various stocks and bonds and bank accounts were not liquidated and 
the proceeds transferred to the German government until 1943 and 
subsequent years, and the taxpayers claimed that their losses were 
not realized until these later events. 

The Court held that the decrees and the actual operation of the 
properties by the German agents, while they did not ‘‘mark... the 
loss of legal title to the property,’’ did result in ‘‘the loss of all 
practical control over and possession of the property within the 
meaning of United States v. White Dental Manufacturing Co.,’’ *4 
and so denied the claimed losses on the ground that they had accrued 
in an earlier year. 

It seems perfectly clear, therefore, that our tax law permits the 
deduction of a loss on account of the Cuban seizures, whether tech- 
nically they were nationalizations, expropriations, interventions, or 
confiseations.” Practical control and possession have been lost. The 
possibility of recovery or compensation is conjectural. Under these 
circumstances, a loss is allowable and should be claimed. 

In fact, if the loss is not claimed, it may be forfeited altogether.”® 
The words of Judge Augustus Hand in his opinion in Young v. Com- 
missioner *" are appropriate under the circumstances, even though 
that case did not involve a seizure of foreign assets. The question 
involved was whether the stock of International Match Company 
had become worthless in 1936 or an earlier year, and after holding 
that the loss should have been claimed in an earlier year, Judge 
Hand remarked: * 


... In eases like this the taxpayer is at times in a very difficult position in 
determining in what year to claim a loss. The only safe practice, we think, is 
to claim a loss for the earliest year when it may possibly be allowed and to 
renew the claim in subsequent years... . 


24 Wyman v. United States, note 23, at 776. See also Mayer v. United States, 111 F.Supp. 
251 (Ct.Cl. 1953) (Nazi decree of Nov. 25, 1941, was sufficient by itself to create a loss) ; 
Richard G. Wagner, 9 B.T.A. 925 (1927), non-acq., X-1 Cum. BuLL. 95 (fact that title 
was not lost on seizure of property by Alien Property Custodian did not prevent allowance 
of loss). 

25 All of these terms are used to signify a taking of property by the state. ‘‘ Nationaliza- 
tion’’ usually implies a taking of an entire industry or a larger segment of the economy, 
normally involving compensation. ‘‘ Expropriation’’ ordinarily means a taking of a specific 
property, accompanied by compensation, while ‘‘confiscation’’ means a taking without 
compensation. ‘‘Intervention’’ normally means only a temporary occupation, during which 
profits or rentals would continue to accrue to the owner. See, e.g., Gillette Motor Co. v. 
Comm’r, 364 U.S. 130 (1960). 

26 Rozenfeld v. Comm’r, supra note 22; Wyman v. United States, supra note 23; Mayer 
v. United States, supra note 24; Waclaw Szukiewicz, 10 TCM 193 (1951) ; Eric E. Franke, 
12 TCM 373 (1953). 

27123 F.2d 597 (2d Cir. 1941). 

28 Young v. Comm’r, supra note 27, at 600. 
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There were some interventions of property in Cuba in 1959, for 
example, which ripened into confiscations in 1960. Judge Hand’s ap- 
proach of claiming the loss in 1959 provides a practical solution, 
assuring the taxpayer of his deduction, but it may not avoid the pos- 
sibility of a dispute with the Internal Revenue Service as to the 
proper year of the loss.”® Generally speaking, however, the 1959 
interventions were simply preliminaries to ultimate confiscation, and 
under the circumstances it would seem that the loss should fall in 
the earlier year. 


AppLicaTiIon oF Loss Provisions To DirreRENT Forms oF 
Business ORGANIZATION 


While it is clear, therefore, that the loss provisions of the Code 
cover the Cuban seizures, the question remains whether the loss may 
be limited in any way by the form of business organization involved. 
This problem can best be appreached by applying the statute to the 
three common forms of operating abroad, i.e., the branch, the United 
States subsidiary, and the foreign subsidiary. 


BrancH OPERATIONS 


The branch form of organization raises the least number of prob- 
lems. By way of example, assume that a branch of a United States 
corporation has only Cuban bank accounts, accounts receivable from 
Cuban customers, accounts payable to Cuban suppliers, plant, and 
inventory. The amount of the loss would simply be the tax cost of the 
branch assets less liabilities. 

Under the ‘‘act of State doctrine,’’ ** which recognizes that the 
courts of one government will not judge the validity of acts of an- 
other done within its own territory, the Cuban seizures will clearly 
be effective as to tangible real and personal property within Cuba. 
But the Cuban decrees have involved more than the mere seizure of 
physical assets. Under Law No. 851,*" for example, the Cuban gov- 
ernment is substituted for the owner of the entire business, and the 
law expressly provides for an assumption of liabilities, at least those 


29 This is one of the problems that would be solved by H.R. 2217, 87th Cong., Ist Sess. 
(1961), introduced by Congressman Bogzs of Louisiana. See discussion pp. 436-438 infra. 

30 See Oetjen v. Central Leather Co., 246 U.S. 297 (1918) ; Ricaud v. American Metai 
Company, 246 U.S. 304 (1918) ; Banco de Espana v. Federal Reserve Bank, 114 F.2d 438 
(2d Cir. 1940); Bernstein v. N. V. Nederlandsche-Amerikaagsche 8S. M., 210 F.2d 375 
(2d Cir. 1954); Dach and Ujlaki, Tax Aspects of Foreign Confiscations, 21 Gro. WasH. 
L. Rev. 463 (1953); Reeves, Act of State Doctrine and the Rule of Law—A Reply, 53 
Am. J. Int’s. L. 1 (1960); Allison, supra note 7, at 188. 

31 See note 5 supra. 
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payable in Cuba in Cuban currency to Cuban creditors.** The Cuban 
law will undoubtedly be effective as to such Cuban situs obligations, 
so that for United States tax purposes such liabilities will be con- 
sidered extinguished, offsetting pro tanto the loss resulting from the 
seizure of assets.** 

On the other hand, debts incurred by the branch in currencies 
foreign to Cuba, and payable by their terms outside Cuba to na- 
tionals of the United States or of other countries, will not be affected 
by the Cuban expropriation decrees which have no extra-territorial 
effect.** Such obligations will have to be paid by the head office and 
thus will not serve to offset the loss on the seizure of the Cuban 
assets. By the same token, the loss of the branch will not include bank 
accounts outside Cuba and non-Cuban situs accounts receivable, for 
the head office will be able to recover such assets. Nor will the loss 
include the amount of any blocked earnings appearing on the branch 
books but which have not been reported for tax purposes.” 

The loss of the branch may, of course, be taken against other in- 
come of the corporation for United States tax purposes. If it exceeds 
the current income of the corporation, it will give rise to carrybacks 
or carryovers.** No loss may be claimed by the shareholders of the 
United States corporation, however, unless the Cuban loss was of 
such magnitude as to make the stock of the corporation worthless.* 

This brings us to the nature of the loss of the branch. In the 
absence of some specific overriding provision, a loss allowed by sec- 
tion 165 is an ordinary loss. Section 1231, however, contains over- 
riding provisions in the case of a loss through seizure. 


82 OFFICIAL GAZETTE, No. 1, § 2; Res. No. 2, § 2; Res. No. 3, § 2 (July 7, 1960). 

83 Certainly no United States court would enforce payment of a Cuban situs obligation 
of a branch by the United States head office, at least where the value of the branch assets 
seized exceeded the liabilities. The old war loss provisions, section 127(b) (1939), only 
decreased the allowable loss by liabilities actually discharged during the taxable year out 
of the property seized, but gave the taxpayer an election to decrease the loss by liabilities 
subsequently discharged and by liabilities the discharge of which was uncertain. 

34 See note 30 supra. As an indication of the many gray areas of uncertainty as to the 
extra-territoriality of the Cuban decrees, however, see Banco Nacional de Cuba vy. Sab- 
batino, F.Supp. —— (S.D.N.Y. 1961), 29 U.S.L. WEEK 2469 (1961). 

85 Anderson, Clayton & Co. v. United States, 168 F.Supp. 542 (Ct.Cl. 1958). However, 
deferral of any costs and direct expenses pertaining to foreign holdings which reflect the 
receipt of deferrable income ceases when it becomes apparent that such foreign holdings 
are substantially worthless. Mim. 6475, 1950-1 Cum. BuLu. 50. 

36 I.R.C. § 172 (1954). See Tibor Daniel, 19 TCM 1521 (1960). 

37 A mere shrinkage in the value of stock, even though extensive, does not give rise to a 
deduction if the stock has any recognizable value. Reg. Sec. 1.165-4 (1960). If the 
corporation is a member of an affiliated group filing a consolidated return, and the loss 
of the Cuban branch exceeds the other income of the corporation, the loss would be avail- 
able to the affiliated group. Reg. Sec. 1.1502-31 (1959). 
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Section 1231 requires the aggregating of (a) all recognized gains 
and losses on sales or exchanges of property used in the trade or 
business,*® (b) recognized gains and losses from involuntary con- 
versions of property used in the trade or business, and (c) rec- 
ognized gains and losses from involuntary conversions of capital 
assets held for more than six months. By definition, the term ‘‘in- 
voluntary conversion’’ includes ‘‘seizure, or an exercise of the 
power of requisition or condemnation.’’ * If the gains exceed the 
losses, they are considered gains or losses from sales or exchanges 
of capital assets held for more than six months. If the total gains do 
not exceed the total losses, all such gains and losses are treated as 
ordinary gains and losses. 

Thus, provided the taxpayer has no section 1231 gains during the 
taxable year, the loss from the seizure of the branch is an ordinary 
loss even though its assets included capital assets held for more than 
six months.*° However, to the extent that recognized gains in any of 
the three specified categories of transactions would otherwise be 
taxed at capital gain rates for the year of the Cuban seizures, the 
effect of section 1231 is to limit the tax benefit from the seizure loss 
to that of a capital loss rather than an ordinary loss.** 


38 The phrase ‘‘property used in the trade or business’’ means property used in the 
trade or business of a character which is subject to the allowance for depreciation, held 
for more than six months; real property used in the trade or business, held for more than 
six months, other than inventory; property held primarily for sale to customers; and 
copyrights, ete. I.R.C. § 1231(b) (1954). 

89 T.R.C. § 1231(a) (1954). 

40 The seizure of assets which do not fall under section 1231, i.e., assets held for less 
than six months, whether capital or non-capital, and inventory or inventory-type of assets 
(cf. Corn Products Refining Co. v. Comm’r, 350 U.S. 46 (1955) ), gives rise to ordinary 
loss regardless of tie existence of section 1231 gains, and gains and losses from ordinary 
sales and exchanges of capital assets are not aggregated with section 1231 transactions. 

41 The recent decision in Maurer v. United States, 284 F.2d 122 (10th Cir. 1960), held 
that drought damage in 1954 to trees and plantings on residential grounds not compensated 
for by insurance did not give rise to a section 1231 loss, so that section 1231 gains need 
not be offset against the casualty loss. The Court reasoned that section 1231 had been 
enacted as a relief measure for the avowed purpose of giving taxpayers capital gains rather 
than ordinary income on dispositions of property used in the trade or business and to allow 
an ordinary loss where losses on such property exceeded gains. It held, therefore, that 
section 1231 was limited in application to compensated losses, leaving section 165 applicable 
to uncompensated losses. It has been suggested that the case supports the treatment of the 
Cuban seizure losses as outside the provisions of section 1231 since they are not compensated 
for, so that no offset of section 1231 gains will be required. Not only is this pressing the 
case beyond its holding, but the decision itself is difficult to support in view of the plain 
wording of the statute, and particularly the last sentence of section 1231(a), added by a 
1958 amendment to which the Court did not advert (Pub. L. No. 866, 85th Cong., 2d Sess., 
§ 49(a), 72 Stat. 1642 (1958) ). Although the Government will not apply for certiorari, it 
will not follow the Maurer decision. T.I.R. No. 304, 61-7 CCH { 6313. 
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Unrtep States Sussmiary 


If the Cuban assets and business are held in a United States sub- 
sidiary, and assuming its assets and liabilities are the same as the 
branch just considered, its loss will be exactly the same. Since we are 
dealing with a separate entity, however, its loss may not be applied 
against the earnings of the parent *? but only against its own prior 
or subsequent earnings by carryback or carryover.** 

But what treatment is to be accorded the separate loss of the par- 
ent on its investment in the subsidiary resulting from the seizure of 
the subsidiary’s Cuban assets? In this latter area existing tax law 
becomes extremely technical and illogical, and highly diverse tax 
results are produced by quite unsubstantial differences in capitaliza- 
tion and operating circumstances. 

Insolvent domestic subsidiary. Under our assumed facts, since all 
of the subsidiary’s assets have been seized, the parent’s entire in- 
vestment in the stock has been lost. The question then arises whether 
this will be a capital loss or an ordinary loss. Since the Cuban expro- 
priation laws under which the bulk of United States assets were 
seized do not purport to affect the stock—they simply seize the un- 
derlying assets—there is no seizure of the stock that could qualify 
for ordinary loss treatment under section 1231.** In this situation, 
section 165(g)(1) provides that if a ‘‘security’’ becomes worthless, 
the loss shall be treated as a loss from the sale or exchange of a 
capital asset, and the term ‘‘security,’’ of course, includes a share 
of stock. This means that the only tax benefit from the loss would be 
through application of a capital loss against capital gains of the 
parent in the loss year or in subsequent years by carryover.* 

One narrow exception is made. If the stock in the subsidiary meets 
the requirements of section 165(g) (3), relating to securities in an 
affiliated corporation, the loss is ordinary rather than capital. To 
qualify under this section, however, at least 95 per cent of each class 
of the subsidiary’s stock must be owned directly by the taxpayer, 
and more than 90 per cent of the aggregate of the subsidiary’s gross 


42 This assumes the absence of consolidated returns. 

43 I.R.C. § 172 (1954). 

44 Erwin de Reitzes-Marienwert, 21 T.C. 846 (1954) (stock was not involuntarily con- 
verted although nationalization of the properties of the corporation rendered the stock 
worthless). Unlike the previous laws relating to United States investments, Law 890, re- 
ferred to in note 7 supra, applicable primarily to Cuban rather than United States con- 
trolled corporations, ‘‘adjudicated in favor of the Cuban State’’ the ‘‘capital stocks’’ of 
the companies listed. Law 890 of October 13, 1960, Art. 2, OFFICIAL GAZETTE (special ed. 
Oct. 13, 1960). Seizure of the stock of a Cuban subsidiary under this law could thus give 
rise to ordinary loss under section 1231 of the 1954 Code. 

45 I.R.C. §§ 1211 and 1212 (1954). 











1961] TAX ASPECTS OF CUBAN EXPROPRIATIONS 427 


receipts for all taxable years must have been receipts from the active 
conduct of a business rather than passive or personal holdir* com- 
pany type of receipts, such as interest, dividends, royalties, ete.*® 

These provisions, of course, will deny ordinary loss treatment in 
many situations, and there will undoubtedly be borderline cases 
where one share of common or preferred stock or a few dollars of the 
wrong kind of gross receipts will mean the difference between ordi- 
nary and capital loss. Furthermore, the parent will be denied any 
carryover of the net operating loss of the subsidiary by liquidation, 
for the liquidation and operating loss inheritance provisions do not 
apply to an insolvent subsidiary.* 

Solvent domestic subsidiary. If the subsidiary has some net non- 
Cuban assets, the results will be quite different. Since these assets 
make it solvent, no worthless stock loss is allowable,** but the operat- 
ing loss created by the seizure of the Cuban assets may be carried 
over to the parent by liquidation or merger.*® The operating loss will 
sometimes be worth far more than the worthless stock loss. In this 
connection, it should also be pointed out that even where there are no 
United States accounts receivable or cash, the Cuban seizures may 
create an operating loss carryback against prior earnings of the sub- 
sidiary, the tax benefit from which could itself prevent the subsid- 
iary from becoming insolvent. In such case, any unused operating 
loss could then be carried over to the parent through liquidation.™ 

Liquidation of the United States subsidiary will close its taxable 
year, thus making it possible to file immediately thereafter a ‘‘ quick 
claim for refund’’ carrying back the operating loss created by the 
Cuban seizures against prior years earnings.” This will ordinarily 
make any refund available in cash within sixty to ninety days. 
Prompt liquidation of the subsidiary will also make it possible to 


46 More than 90 per cent of the aggregate of the subsidiary’s gross receipts for all 
taxable years must have been from sources other than royalties, rents (except rents derived 
from rental of properties to employees of the corporation in the ordinary course of its 
operating business), dividends, interest (except interest received on deferred purchase 
price of operating assets sold), annuities, and gains from sales or exchanges of stock and 
securities. I.R.C. § 165(g)(3)(B) (1954). 

47 The carryover of the net operating loss on liquidation is permitted only in the case 
of liquidations to which section 332 (1954) applies, and section 332 does not apply to 
liquidations of insolvent subsidiaries. Reg. Sec. 1.332-2(b) (1955). Cf. Comm’r v. Spauld- 
ing Bakeries, 252 F.2d 693 (2d Cir. 1958) ; Iron Firemen Manufacturing Company, 5 T.C. 
452 (1945). 

48 A relatively small amount of distributable assets can prevent a claim of worthlessness. 
See, e.g., Alice Kleberg, 43 B.T.A. 277 (1941). 

49 T.R.C. § 381 (1954). 

50 #.g., where accumulated earnings have been reinvested in Cuban properties. 

51 L.R.C. § 381 (1954). 

52 I.R.C. § 6411 (1954) and Reg. Sec. 1.443-1(a) (1) (2) (1957). 
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apply any remaining carryover of net operating loss against the sub- 
sequent earnings of the parent for the taxable year of liquidation. 
Although only a pro rata share of the earnings of the parent for the 
year will be offset by the carryover, this could still amount to more 
than half of the earnings of the parent for 1961, in the case of the 
calendar year taxpayer, if the liquidation were to be carried out 
promptly, thus affording early tax relief by reducing the September 
15th as well as subsequent tax installments of the parent.* 

Debt capitalization. The form of the debt capitalization of the 
subsidiary may also cause wide variations in tax results in situations 
involving very little difference in substance. A relatively small inter- 
company account in excess of net non-Cuban assets may make the 
stock worthless and thus bring the worthless stock provisions into 
play rather than the operating loss carryover provisions through 
liquidation. In some situations, however, the ‘‘thin corporation”’ 
doctrine * may come to the rescue of the taxpayer. The Commis- 
sioner has won some extreme cases, which held that inter-company 
debt is in fact stock; and the taxpayer may now be able to use them 
to salvage a net operating loss. 

Debentures are securities under section 165(g) (2), and no loss is 
allowable with respect to securities unless they are wholly worthless. 
Thus, a small amount of non-Cuban assets or a small operating loss 
carryback may prevent any loss with respect to debentures of the 
subsidiary. On the other hand, a partial bad debt loss would be allow- 
able under identical circumstances if the inter-company debt was a 
simple open account rather than a debenture.® 


Forricn SussmpiaRy 


Assuming that the same business is held by a foreign corporation, 
Cuban or otherwise, it is taxable in the United States only on its 
United States source income, and, at most, deductions are allowable 
only if related to United States source income.™ Accordingly, the 
Cuban seizures will not give rise to a United States tax deduction by 
the foreign subsidiary even though it was engaged in business here 


58 H.g., that proportion that the days in the calendar year 1961 following the liquidation 
bear to 365. I.R.C. § 381(¢)(1)(B) (1954); Proposed Reg. Sec. 1.381(¢) (1)-1(d) (1) 
(1961). 

541.R.C. §§ 6152 and 6154 (1954). 

55 See Goldstein, Corporate Indebtedness to Shareholders: ‘‘ Thin Capitalization’’ and 
Related Problems, 16 Tax L. Rev. 1 (1960); Morris, Intent Test Grows as Determinant 
of Thin Incorporation Safety; Recent Cases Guide, 13 J. TaxaTION 130 (1960). 

56 T.R.C. § 166(a)(2) (1954). 

57 I.R.C. § 882(c) (2) (1954). 
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and had incurred a substantial United States tax bill on its United 
States source income for the year of seizure. 

Insolvent foreign subsidiary. Here again, the existence of inter- 
company debt and its relation to net recoverable assets outside Cuba 
will determine whether the stock is worthless. If the subsidiary is 
insolvent, an ordinary loss will be allowed to the parent on the stock, 
provided the affiliation requirements of section 165(g) (3) are met.** 
If the Cuban subsidiary is not held directly, however, but through a 
Panama holding company, for example, no loss would be allowed on 
the stock of the Panama company if it has net non-Cuban assets, and 
even if the Panama company is made insolvent because of the worth- 
lessness of the operating subsidiary’s stock, the loss to the United 
States parent on its stock would be capital rather than ordinary, 
because the Panamanian company would probably not meet the 
gross receipts test of section 165(g) (3). 

Solvent foreign subsidiary. If the subsidiary is solvent, no loss 
will be allowable, even though the net non-Cuban assets may be rela- 
tively small in amount, and furthermore, since a foreign corporation 
is involved, it will not be possible for the parent to recoup the expro- 
priation loss as a carryover through liquidation.” As a result, tax 
planning for deferral of tax on foreign earnings may have resulted 
in a boomerang. Thus, in order to compete effectively with tax- 
favored corporations of other countries, it may have been necessary 
for a United States business to operate abroad through foreign cor- 
porations rather than United States corporations, and to utilize 
holding companies in order to permit profits accumulated in one 
country to be invested in another without United States tax inci- 
dence.® While these practices have been permissible and advanta- 
geous as long as profits have been realized, it is apparent that they 
can result in serious tax penalties in the event of major losses such 
as those incurred in Cuba. 


58 Reg. Sec. 1.165-5(d) (1) (1960). 

59 There would apparently be no net operating loss to carry over in liquidation, since the 
seizure loss would be unrelated to United States income. I.R.C. § 172 (1954). Proposed Reg. 
Sec. 381(a)(1)(C) (1961) expressly refers to Supplement N, indicating that only net 
operating losses related to United States income are contemplated. The result is that on 
liquidation the United States parent is not only denied the loss carryover, but also forfeits 
its basis in the subsidiary’s stock. I.R.C. § 332(b)(1) (1954). A sale of the stock of the 
subsidiary, instead of liquidation, would at least provide a capital loss available to apply 
against other capital gains of the parent or as a capital loss carryover of the parent, and 
thus avoid the forfeiture of the cost basis of the stock. Another alternative would be to use 
the almost empty corporate shell (assuming it is a non-Cuban corporation) as a vehicle for 
other foreign operations. In this way perhaps future earnings could be built up and the 
basis of the stock utilized through liquidation, 

60 T,R.C, § 881(a) (1954), 
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In this connection, it is unfortunate that the Boggs Bill “ was not 
enacted. This bill would have granted income tax deferral with re- 
spect to income earned in the underdeveloped areas of the world by 
domestic corporations qualifying as foreign business corporations. 
It passed the House © but failed to be reported out of the Senate 
Finance Committee.** Had it become law prior to the Cuban expro- 
priations, it is quite likely that many of the foreign corporations 
operating in Cuba would have ‘‘come home’’ as domestic foreign 
business corporations. They would now be able to recoup part of 
their seizure losses at least through net operating loss carryovers 
on liquidation “ in situations where existing law gives them little or 
no relief. 

Although the new administration has taken the position that tax 
incentives to encourage expansion of United States investments in 
the industrialized countries are no longer necessary,” there is every 


61 H.R. 5, 86th Cong., 1st Sess. (1959). The purpose of H.R. 5 was to improve the com- 
petitive position of American corporations in the less developed areas of the world by per- 
mitting them to operate on a basis of tax equality with the corporations of other countries 
and thus carry to such areas on an increased scale the benefits of American private capital 
and know-how. It was hoped that in this way the economies of the less developed areas, 
and ultimately our own, would be strengthened in the cold war against Communism, with 
American private enterprise bearing a greater share of the burden now borne by public 
funds. There were protective provisions making it impossible for a foreign business corpora- 
tion to be used to displace American labor by shipments of products back to the United 
States, and ‘‘ Battery Place export companies,’’ having no real substance abroad, were ex- 
cluded by a formula permitting deferral of income only in proportion to investment and 
services abroad. The deferral of income tax would last only as long as the earnings were 
used in the foreign business. See Tillinghast, Taxation of Foreign Investment: A Critique 
of the Boggs Bill, 16 Tax L. Rev. 81 (1960). 

62 106 Cona. REc. 9828 (May 19, 1960). 

63 106 Cona. Rec. D743 (Aug. 31, 1960). Although such votes are not reported officially, 
it has been reported that the vote disapproving H.R. 5 was a six-to-six tie vote. 

64 T.R.C. § 381 (1954). Assuming Cuba would have been considered ‘‘ underdeveloped.’’ 
H.R. 5, § 951(e), 86th Cong., 1st Sess. (1959). 

65 For example, in cases where section 165(g) (1954) provides no loss or only a capital 
loss. 

66 The President and the Secretary of the Treasury have recommended taxing United 
States stockholders on their pro rata share of the undistributed earnings of controlled for- 
eign corporations organized in industrialized countries. The reasons given are changing eco- 
nomic conditions at home and abroad, the desire to achieve greater equity in taxation, and 
the strains which have developed in our balance of payments position. President’s Tax 
Message and Statement of the Secretary of the Treasury before th; Ways and Means Com- 
mittee, 87th Cong., 1st Sess. 6, 52 (1961). The change would not only vemove any advantage 
foreign corporations have had in being able to accumulate earnings without United States 
tax, but would place them at an actual disadvantage vis 4 vis domestic corporations, for 
the latter may at least accumulate earnings for the reasonable needs of the business. I.R.C. 
§§ 531 through 537 (1954). See also the statement of Under Secretary of State for Eco- 
nomic Affairs George W. Ball before the Committee on Foreign Relations on his confirma- 
tion that ‘‘efforts such as those contemplated by the Boggs bill, for example .. . might 
stimulate substantial investments in underdeveloped countries.’’ (Hearings Before the 
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indication that it will place a high priority on the expansion of 
United States business in the less developed countries and will 
therefore continue to support the concept of the foreign business 
corporation.” A law along the lines of H.R. 5 would have the double- 
barreled effect of granting income tax deferral on foreign earnings 
if things go well in the underdeveloped areas, but permitting oper- 
ating loss carryovers through liquidation if they do not. In view 
of the Cuban expropriations, increasingly steep currency devalua- 
tions in many countries,® and the other extra risks involved in for- 
eign operations, American business may well be justified in insisting 
on some such form of tax protection.” 


Senate Committee on Foreign Relations, 87th Cong., 1st Sess. 46 (1961); statement of 
Assistant Secretary of Commerce for International Affairs Rowland Burnstan at the 
Hearings on his confirmation by the Committee on Interstate and Foreign Commerce, to 
the effect that the export of capital and know-how strengthens foreign economies, 
increases the tempo of foreign trade, and thus increases employment both here and abroad 
(Hearings Before the Senate Committee on Interstate and Foreign Commerce, 87th Cong., 
1st Sess. 12, 13 (1961) ). 

These views are shared by organized labor. See, e.g., the statement on International 
Trade Policy of the AFL-CIO Executive Council of February 26, 1961, to the effect that 
proper tax incentives for investment in under-industrialized countries should be retained 
or adopted; the statement of Jacob S. Potofsky, head of the Amalgamated Clothing 
Workers, approving special tax incentives ‘‘to foster private investment in the underde- 
veloped nations of Africa, Asia and Latin America.’’ N.Y. Times, Feb. 26, 1961, p. 46, 
col. 3. 

67 President Kennedy stated in his tax message, ‘‘I recommend that tax deferral be con- 
tinued for income from investments in the developing economies,’’ and Secretary of the 
Treasury Dillon in his statement before the Ways and Means Committee said, ‘‘Tax de- 
ferral will continue to apply with respect to operations in those [less developed] areas, 
except that we propose to eliminate deferral in the case of tax haven companies even in the 
less industrialized countries.’’ President’s Tax Message and Statement of the Secretary of 
the Treasury before the Ways and Means Committee, 87th Cong., 1st Sess. 7, 26 (1961). 

68 A foreign operation of a United States business may frequently realize an apparent 
profit by an accumulation of an increased amount of foreign currency which is actually 
more than offset by the decline in the dollar value of the foreign investment through devalu- 
ation. This has not been uncommon in recent years in Latin America, for example, where 
the currencies of three of the most important countries have declined by approximately the 
following percentages in the past ten years in terms of the United States dollar: Argentina, 
90 per cent; Brazil, 85 per cent; Chile, 95 per cent. Furthermore, the burden of currency 
depreciation is compounded in the ease of foreign branch operations by the fact that our 
present tax laws give it only limited recognition for tax purposes. See, Patty, Reporting 
Foreign Business Income After Currency Devaluation, 3 TAX REVISION COMPENDIUM 2189 
(Committee on Ways and Means, Nov. 16, 1959). To the extent that the principle of de- 
ferral is limited under the new proposals of the President and the Secretary of the Treas- 
ury, the problems of currency depreciation will become all the more acute. 

69 For an excellent discussion of the provisions of H.R. 5 (note 61 supra) and of the 
current provisions of the Internal Revenue Code applicable to foreign subsidiaries, see 
Tillinghast, supra note 61. While the author concedes that the Bill would have corrected 
many defects in the present law, he is critical of its provisions because it does not place the 
domestic foreign business corporation in at least as preferred a position as the foreign 
subsidiary has enjoyed in the past or, in the alternative, subject foreign subsidiaries to the 
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RECOVERIES 


It may seem premature to talk about recoveries, but they should 
be mentioned. In its present form, the statute works quite well in the 
case of recoveries where there has been a full tax benefit from the 
seizure. Under general tax principles, where a loss has been allowed 
against taxable income and thereafter reimbursement is received, 
the amount of the recovery is required to be included in income. The 
taxpayer does not recompute the tax for the taxable year in which 
the deduction was taken, but includes the amount of the recovery in 
his gross income for the taxable year in which received.” To the 
extent that the loss resulted in no tax benefit,” the recovery is ex- 
cluded from income.” 

It is true, however, that the tax on the recovery may exceed the tax 
saving resulting from the deduction. For example, the tax rate in the 
year of recovery may exceed that of the year of loss, or in the case 
of recoveries with respect to low basis-high value property, the 
amount of the recovery may exceed the amount deductible. Some tax- 
payers are also concerned that if they claim a worthless stock loss 
where the affiliation provision is not applicable and thus obtain a 
capital loss, they may be subject to tax on ordinary income in the 
event of a recovery with respect to such stock.”* Under the circum- 
stances, they are questioning whether a loss should be claimed. 

This question should never arise. If the loss has occurred, the basis 
is gone. There is no option. If the deduction is not claimed within the 
statutory period, it will be lost.* It is possible that in an extreme 


same limitations as the foreign business corporation. It would be most unfortunate if the 
good features of H.R. 5 were to be denied because it fails to attain precise equality with 
the taxation of foreign subsidiaries. The bill was a step in the right direction, for it would 
have gone far towards eliminating the anomaly of United States businesses carrying their 
products and techniques abroad under Panamanian or other foreign flags rather than 
under the flag of the United States. The issue is now before Congress again in connection 
with the current proposals of the President and the Secretary of the Treasury on the taxa- 
tion of foreign income, and it is hoped that the present archaic discriminations against 
operating abroad under United States charters rather than those of foreign countries will 
be eliminated. 

70 Reg. See. 1.165-1(d) (2) (iii) (1960). 

71 Tax benefit in this sense means deduction from taxable income rather than reduction 
in tax paid, including deduction from the taxable income of years other than the loss year 
through carryback or carryover. Reg. Sec. 1.111—-1(b) (2) (i) (1956). 

72 T.R.C. § 111 (1954) ; Reg. Sec. 1.111-1(g) (1956). 

78 Section 111 inferentially requires that any such recovery be included in income, and 
the Regulations (Sec. 1.111-1(a) (1) (1956) ) expressly so provide. The doctrine of Arrows- 
smith v. United States, 344 U.S. 6 (1952), should apply, however. Since no seizure of the 
stock is involved, the involuntary conversion provisions are not applicable to prevent rec- 
ognition of gain. See note 44 supra and the discussion of section 1033 (1954), p. 433 infra, 

74 See note 26 supra. 
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case, foregoing the deduction where the effective rate is low might 
give rise to a recovery exclusion in a subsequent year when a re- 
covery might be subject to a higher effective rate of tax. However, 
this is not clear under the statute and Regulations.” Furthermore, 
the possibilities of recovery in the instant case would hardly seem to 
justify such a gamble, particularly since the statute will undoubtedly 
be corrected to prevent any undue hardship upon recovery.” 

In the case of direct seizures of property most of the sting is taken 
out of the recovery rule by section 1033, relating to involuntary con- 
versions. This section provides for non-recognition of gain through 
recoveries if certain conditions are met. Thus, a seizure of property, 
followed by a return of the same property or properties similar or 
related in service or use, results in no recognized gain.” Moreover, 
if there is a cash reimbursement which is reinvested in properties 
similar or related in service or use, there is no recognized gain.” 
The reinvestment of the recovery may be made at any time within 
one year after the close of the first taxable year in which any part of 
the gain upon the conversion is realized.”® Even this time may be 
extended by agreement with the Service.* 


75 See note 72 supra. The Regulations are silent as to a recovery exclusion when no deduc- 
tion is claimed. Reference is to allowed rather than allowable deductions. 

76 See discussion of the ‘‘new’’ Boggs Bill (H.R. 2217, 87th Cong., 1st Sess. (1961), 
pp. 436-438 infra. 

77 While section 1033(a) (1) (1954) refers only to involuntary conversion into property 
similar or related in service or use to the property converted, it seems clear that recovery 
of the very property converted would be an a fortiori case for its application. This is ree- 
ognized by the Regulations (Sec. 1.1332—1(b) (3) Example (1) (1956) ), provided the prop- 
erty is used for the same purpose for which it was used before the loss. 

78 To the extent that a recovery represents a deduction which did not offset income (re- 
covery exclusion), it is excluded from income. Reg. Sec. 1.111-1(a) (1956). Any additional 
recovery is taxable as ordinary income to the extent that the deduction offsets income on 
the loss. Reg. Sec. 1.165-1(d) (2) (iii) (1960). Any further recovery represents gain, but if 
there is a timely investment of the ‘‘amount realized’’ in property related in service or 
use, the gain will not be recognized. Any amount realized constituting a gain not so 
invested is subject to tax. I.R.C. § 1033(a) (3) (A) (1954). The gain will be ordinary gain 
unless section 1231 (1954) or some other provision providing for capital gain treatment 
is applicable. See First National Bank of Lawrenec County, 16 T.C. 147 (1951). 

79 T.R.C. § 1033 (a) (3) (B) (i) (1954). 

80 I.R.C. § 1033(a) (3) (B) (ii) (1954). In such ease, however, the taxpayer must show 
reasonable cause for not being able to replace the converted property within the required 
period of time. It is not clear whether the time when any part of the gain upon the conver- 
sion is realized is to be determined on a segregated or an aggregate basis. This point of 
time is not only important for reporting purposes, but as establishing the period within 
which reinvestment must be made. Thus, the assumption of the Cuban accounts payable on 
the seizures in 1960 constitutes a recovery. See note 32 supra. If the assets converted are 
to be treated on an aggregate basis, there would be no gain until the total basis had been 
recovered. If the recovery through the assumption of liabilities is to be applied pro rata 
against assets on a segregated basis, however, gain would probably be recognized in the 
year of the seizure in the case of low-cost basis assets. On this approach, the details of the 
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The rules for reinvestment of the funds are quite liberal. For 
example, in Haberland v. Commissioner,*' a German citizen was 
engaged in the textile manufacturing business in the United States. 
At the outbreak of war between France and Germany in 1914, he 
happened to be in France on a purchasing mission and was interned. 
Upon the outbreak of war between Germany and the United States, 
his property was seized by the Alien Property Custodian and sold. 
During his internment he acquired a textile sizing patent. On his 
return to the United States, he filed a claim with the Alien Property 
Custodian, and in 1921 he received $600,000. With these funds he 
acquired land and machinery and established a sizing plant. The new 
plant began operations in November of 1922. By the end of a three- 


conversion would have to be reported in the tax return for the calendar year 1960 (Reg. 
See. 1.1033(a)-2(¢)(2) (1957)), and reinvestment would have to be made before the 
end of 1961 (supra note 79). While it seems unlikely that this result was intended, it 
would seem the better part of wisdom to meet the requirements for reinvestment in 1961 
or obtain an extension. The general rule is that gain with respect to a composite of 
business assets is realized on a comminuted or fragmented basis (Williams v. McGowan, 
152 F.2d 570 (2d Cir. 1945) ), and this rule has been applied in the involuntary conversion 
eases. See, e.g., Lehman Company of America, 17 T.C. 422 (1951) (permitting lump-sum 
insurance proceeds to be allocated between types of assets, with the result that an ordi- 
nary loss was recognized on inventory and a section 117(j) (1939) gain recognized on 
buildings) ; International Boiler Works Co., 3 B.T.A. 283 (1926) (allowing a loss on 
buildings which were under-insured and non-recognition of gain with respect to reinvested 
proceeds of insurance on machinery). 

The assumption of liabilities poses an additional question as to the amount of reinvest- 
ment necessary. Assume the taxpayer has Cuban assets worth $150,000, with an aggregate 
cost basis of $110,000, and Cuban liabilities of $50,000, and that there is a recovery of 
$80,000 in 1961. On the aggregate basis, there will be a $60,000 seizure loss in 1960, the 
$50,000 of liabilities simply being applied against the aggregate cost basis of $110,000. 
There will be no gain realized, and thus no problem of reinvestment. On the segregated 
basis, however, the liabilities assumed would be applied pro rata against the various 
assets, giving rise to a greater loss on high-basis assets and the possibility of non-recogni- 
tion of gain through reinvestment in the case of low-basis assets. To avoid recognition of 
gain, however, there must be a reinvestment of the entire ‘‘amount realized,’’ which 
would include an allocable portion of the liabilities assumed. On the aggregate basis, 
reinvestment would not have to be made until the end of 1962, but would have to be 
$130,000 rather than $80,000. Cf. Reg. Sec. 1.1033(a)-2(c) (11) (1957); Comm’r v. 
Fortee Properties, Inc., 211 F.2d 915 (2d Cir.), cert. denied, 348 U.S. 826 (1954). 

In the event of the adoption of H.R. 2217 (see discussion p. 436-438 infra), which 
would make the war loss recovery provisions applicable to the Cuban seizures, the aggre- 
gate basis is expressly provided under the general rule of section 1332 (1954), but the 
segregated basis may be elected under the provisions of sections 1333 and 1335 (1954). 
The reinvestment provisions are also more liberal, for the Regulations under the general 
rule of section 1332 require only that the ‘‘gain’’ rather than the ‘‘ amount realized’’ be 
reinvested (Reg. Sec. 1.1332-1(b) (3) (Example (1) (1956)), and under the elective pro- 
visions of section 1333 only the amount of the ‘‘ recovery in the taxable year’’ is required 
to be reinvested to obtain non-recognition of gain (Reg. Sec. 1.1333—1(b) (2) (ii) (a) 


(1956) ). 
81 25 B.T.A. 1370 (1932). 











1961] TAX ASPECTS OF CUBAN EXPROPRIATIONS 435 


month period after the beginning of operations, he had invested ap- 
proximately $400,000 of the recovery in the new business. 

The Court held that under section 214(a)12 of the Revenue Act 
of 1921, corresponding to section 1033 of the 1954 Code, he was not 
taxable on this reinvestment, even though it was in a quite different 
business than the one seized, both being related to the textile in- 
dustry.*” 

With respect to real estate, the statutory provisions are even more 
liberal. In such cases, the replacement need only be with property 
of like kind.** In other words, if the taxpayer were to recover cash 
in respect of a farm or plant in Cuba, these funds, even though in 
excess of the basis of the property seized, could be invested in other 
real estate or plant used for any business purpose anywhere in the 
world, without recognition of gain except to the extent of the benefit 
received on the loss. 


Derects or Current Law 


The present law does substantial justice in many situations. In 
the case of a branch or division operation, section 165 and the in- 
voluntary conversion provisions provide ordinary losses and tax- 
free recoveries.* It is true that seizure losses must be offset by sec- 
tion 1231 gains for the taxable year, beth Cuban and non-Cuban, 
and there will undoubtedly be disputes with the Service as to 
whether a loss occurred on intervention in 1959 rather than on ulti- 
mate confiscation in 1960. 

In the case of the complete worthlessness of stock or securities of 
an affiliated United States or foreign subsidiary, the statute pro- 
vides an ordinary loss. In the event of a recovery, however, it is 
possible that the inclusion of the recovery value in income may in- 
volve a greater tax than the tax reduction resulting from the loss 


82 See also Steuart Brothers v. Comm’r, 261 F.2d 580 (4th Cir. 1958), permitting non- 
recognition of gain where office, warehouse, and storage property leased to a retail 
grocery chain was condemned and replaced with property used as an automobile sales- 
room, garage, and service station.) ; Massillon-Cleveland-Akron Sign Co., 15 T.C. 79 (1950), 
permitting non-recognition of a gain where insurance proceeds of $100,000, representing 
a building loss of $60,000 and equipment loss of $40,000, was reinvested in buildings having 
a cost of $80,000 and equipment having a cost of $20,000. The acquisition of control of a 
corporation owning property similar or related in service or use to the property converted 
also qualifies for non-recognition. I.R.C. § 1033(a) (3) (A) (1954). Control for this purpose 
means the ownership of stock possessing at least 80 per cent of the total combined voting 
power of all classes of stock entitled to vote and at least 80 per cent of the total number of 
shares of all classes of stock of the corporation. I.R.C. § 1033(a) (2). 

83 I.R.C. § 1033(g) (1954); Reg. Sec. 1.1031(b) (1956). 

84 Except to the extent that the loss reduced taxable income. See note 71 supra. 
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because of higher tax rates in the year of recovery or the inappli- 
cability of the involuntary conversion provisions. No loss is allow- 
able with respect to the stock or securities of a corporation whose 
assets have been seized, except in the case of complete worthlessness, 
and then only a capital loss unless the affiliation provisions apply. 

In the case of United States subsidiaries that remain solvent, but 
not foreign subsidiaries, the net operating loss carryover through 
liquidation may provide some relief. Generally speaking, however, 
great variations in tax impact result from unsubstantial differences 
in the form of the capital structure adopted and from wholly fortu- 
itous operating circumstances. 

Thus, although our tax laws do provide relief with respect to the 
Cuban seizures, it is limited in its effect, and taxpayers operating 
under quite similar circumstances from the standpoint of substance 
may be treated in a very different manner. Under the circumstances, 
and particularly in view of the nature and size of the losses, statu- 
tory relief is certainly indicated. 


H.R. 2217—A New Proposau 


The ‘‘new’’ Boggs Bill, introduced on January 9, 1961,®° provides 
a practical solution to most of the problems arising out of the Cuban 
seizures. It follows closely the World War II war loss drovisions.*® 
To summarize it briefly, it provides an election *" on the part of the 
taxpayer to treat as lost by casualty any property confiscated by 
Cuba.® This would allow losses to individuals with respect to prop- 
erty not used in trade or business or held for profit, and may also 
eliminate the offset of section 1231 gains in many cases.*® It also 


85 H.R. 2217, 87th Cong., 1st Sess. (1961). 

86 I.R.C. § 127 (1939). 

87 H.R. 2217, supra note 85, § 181(a) (Proposed). 

88 Ibid. 

89 The Bill provides that the properties confiscated shall be deemed to have been destroyed 
by casualty, and under the last sentence of section 1231(a) (1954) casualty losses with 
respect to property used in the trade or business or held for the production of income are 
not considered section 1231 losses if not compensated for by insurance in any amount. 
Although property held for personal use rather than for profit will be covered, the loss with 
respect to such property will fali within section 1231, even though uninsured (I.R.C. 
§ 1231(a) (1954)), and the loss will be limited by the value of the property where this is 
less than the adjusted basis (Helvering v. Owens, 305 U.S. 468 (1939) ). Since casualty 
losses with respect to residences and other non-business property may result in net operat- 
ing losses, taxpayers whose non-business property in Cuba was seized will apparently be 
able to carry back or carry over their seizure losses and apply them against income of years 
prior to and after the seizure. I.R.C. § 172(d) (4) (ce) (1954) ; Reg. Sec. 1.172-3 (a) (3) (iii) 
(1956). 
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gives the taxpayer some leeway in determining the date of the loss ® 
by provisions similar to those of the war loss provisions of World 
War IT." 

The Bill also provides for casualty losses with respect to stock 
which has become completely worthless and to other interests in cor- 
porations the property of which has been confiscated.” In the case 
where the interest is held in a wholly-owned subsidiary, the worth- 
lessness of the interest may be determined without regard to the 
ownership by the subsidiary of money in the United States, bank 
deposits, the right to receive money from any person not situated in 
Cuba, and obligations issued or guaranteed by the United States. 

The Bill further provides for losses as casualty losses resulting 
from the partial worthlessness of stock or other interests in a 25 
per cent owned subsidiary, provided the subsidiary is liquidated 
within certain prescribed periods and provided also the subsidiary 
lost by confiscation property having an adjusted basis amounting to 
at least 75 per cent of the adjusted basis of its tctal assets.™ 


90 H.R. 2217, supra note 85, § 181(a)(1) and (2) (Proposed). The taxpayer is per- 
mitted to choose a date, subject to satisfying the Secretary or his delegate, which falls 
between the latest date on which it is established that the properties were not confiscated 
and the earliest date on which it is established that the properties were already confiscated. 

91 I.R.C. § 127 (1939). 

92 H.R. 2217, supra note 85, § 181(b) (1) (Proposed). 

93 H.R. 2217, supra note 85, § 181(b) (4) and (c)(2)(A) (Proposed). See note 94 infra 
with respect to liquidations. 

94 H.R. 2217, supra note 85, § 181(c) (Proposed). In this ease, also, the money, ete., de- 
scribed in section 181(c)(2)(A) (Proposed) of the Boggs Bill is eliminated in applying 
the 75 per cent formula. Quaere whether section 181(c) (Proposed) overrides section 332 
(1954) in the case of a controlled subsidiary. Apparently the stock of a domestic subsi- 
diary could be deemed worthless for the purposes of section 181(b)(4) (Proposed) 
through the exclusion of money, ete. under section 181(¢) (2) (A) (Proposed), or partially 
worthless under section 181(¢) (Proposed) and yet constitute stock for purposes of liqui- 
dation under section 332 (1954) and the carryover of a net operating loss under section 
381 (1954). Also with respect to subsequent recoveries, if section 332 (1954) applies, then 
under section 381(c) (13) (1954) the acquiring corporation in a liquidation is treated as 
the distributing corporation for purposes of the reinvestment provisions of section 1033 
(1954), so that it would be possible for the distributee corporation to enjoy the benefits 
of non-recognition of gain in the event of any ultimate recovery. Unlike the net operating 
loss deduction, this benefit would apply whether the subsidiary was domestic or foreign. 
Even where section 332 (1954) does not apply and there has been a distribution in a 
taxable liquidation under section 331 (1954) of the corporation’s claims with respect 
to the property seized, the stockholders would appear to be entitled to apply the non- 
recognition provisions of section 1033 (1954) to any recoveries on the claims. Thus, the 
Regulations under the old war loss provisions provided that if a taxpayer, who sustained a 
war loss upon the liquidation of a corporation, has received the rights to any property of 
the corporation which was treated as destroyed or seized, any recovery by the taxpayer 
with respect to such rights is a recovery by him for the purposes of the involuntary con- 
version provisions. Reg. Sec. 29.127(¢)—1(a) (2) (1940). In principle, it would seem to be 
immaterial whether the liquidation was a condition to the allowance of the seizure loss, as 
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The loss by confiscation is reduced by any actual recoveries in the 
taxable year of the confiscation, but is determined without regard to 
any possibility of recovery or compensation in the taxable year or 
any future taxable year.® This provision will eliminate disputes 
over the value of claims, in effect putting the taxpayer on a cash 
receipts basis for purposes of computing the loss. The loss is also 
reduced by liabilities discharged in the taxable year out of the prop- 
erties confiscated.” 

Confiscation by Cuba is defined to include nationalization, expro- 
priation, intervention or substantial interference with the posses- 
sion, management, or control of property, or the abandonment of 
property under threat thereof,” and the receipt of any security is- 
sued by Cuba is not considered a recovery until it is sold, exchanged, 
or otherwise disposed of.** These provisions will likewise have the 
effect of eliminating disputes over the year of loss or recovery. Fi- 
nally, the Bill makes the present war loss recovery provisions * ap- 
plicable to the Cuban confiscations.’” 

In view of their catastrophic nature and scope, there would seem 
to be ample justification for the application of the World War II 
war loss principles to the Cuban seizures. The Bill should therefore 
not be a controversial one in principle, although there will undoubt- 
edly be considerable difference of opinion as to whether it is too nar- 
row or too broad. While the war loss provisions are complex and 
have some shortcomings,’ they are of the type that have to be faced 
as facts of our modern tax life. 


ConcLusIon 


While it is too late for tax planning with respect to the Cuban 
seizures, the possibility still remains that tax savings may be ob- 
tained through the prompt liquidation of a United States subsidiary 
that has incurred a substantial expropriation loss through the carry- 
over of its net operating loss to the parent. A decision to liquidate a 


in the cases of section 181(¢) (Proposed) of the Boggs Bill or was voluntary following a 
claim of worthlessness under section 181(b) (Proposed). 

95 H.R. 2217, supra note 85, § 181(d) (1) (4) (Proposed). 

96 H.R. 2217, supra note 85, § 181(d) (2) (Proposed). With the approval of the Secre- 
tary or his delegate, the taxpayer may also choose to decrease the loss by obligations dis- 
charged in a subsequent taxable year, or obligations the discharge of which is uncertain. 
Id. § 181(d) (1) (B). 

97 H.R. 2217, supra note 85, § 181(e) (1) (Proposed). 

98 H.R. 2217, supra note 85, § 181(e) (2) (Proposed). 

99 T.R.C. §§ 1332 through 1337 (1954). 

100 H.R. 2217, supra uote 85, § 1338 (Proposed). 

101 Kramer, War Losses, Their Continuing Effect Under Section 127, 30 Taxes 376 


(1952). 
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subsidiary that has incurred Cuban seizure losses will, of course, in- 
volve a decision as to what type of relief legislation may be expected. 
Although one would expect H.R. 2217 to be enacted, the uncertainties 
of the legislative process warrant careful consideration of alter- 
native steps. Furthermore, the carryover of a net operating loss 
through liquidation may be more beneficial than a security loss 
under the Bill. In the case of taxpayers on fiscal years spanning the 
expropriations and not yet ended, sales resulting in offsetting see- 
tion 1231 gains should be defc “red wherever possible until their 1962 
fiscal year, although here again .1e problem may be eliminated by 
the passage of H.R. 2217. 

The Cuban seizures do constitute a warning concerning the need 
for tax planning with respect to other foreign operations in areas 
where nationalization without prompt and adequate compensation 
is a possibility. As we have seen, the acquisition of a few shares 
of stock of a subsidiary, or a change in the form of its capitalization, 
or the elimination of a few assets outside the country in question 
which might prevent a claim of complete worthlessness, may have 
very substantial tax consequences. 

The Cuban seizures also point up the fact that although United 
States business has attained a place of leadership in international 
trade, it has accomplished this despite being forced to operate under 
outmoded tax principles. It is hoped, therefore, that the administra- 
tion and Congress will act, albeit after the event, to correct the de- 
fects of our tax structure with respect to the Cuban seizures. Also, 
the extra burdens and risks faced by United States business abroad 
justify new tax measures to cope with depreciating foreign cur- 
rencies and to eliminate the present illogical discriminations against 
operating abroad under United States rather than foreign charters. 


102 Efforts to expand H.R. 2217 to cover seizures in other areas of the world is a distinct 


possibility. 











Comments on the New Regulations 


on Associations 
MARVIN LYONS 


Wars two or more persons are jointly involved in activities with 
a profit motive and the activities are conducted in other than corpo- 
rate form, the question may arise as to whether the group is to be 
classified as an association taxable as a corporation. Corporate 
classification is not automatically avoided by the choice of a trust, 
partnership, joint venture, or other unincorporated organization, 
whatever may be the reason for that choice. In most cases where a 
non-corporate organization is established non-corporate classifica- 
tion is desired. There are, however, some instances in which the 
group is barred by law from use of the corporate form but desires 
corporate classification in order to gain income tax advantages not 
otherwise available. 

This classification problem is as old as the federal income tax law, 
but guides for finding the answer have never been found in the stat- 
ute. Since 1917 the statute has defined the term ‘‘corporation”’ as in- 
cluding ‘‘associations,’’ but has not defined the term ‘‘ association. ’’ 
Its meaning, as applied to particular cases, has always had to be 
drawn from court decisions, administrative rulings, and Regula- 
tions. While this has never been an easy task, the alternative of a re- 
strictive statutory definition would not have allowed the courts and 
the administrative agencies flexibility to accommodate the changing 
patterns of business activities over the years. Even the 1954 Code, 
which generally sought to accomplish simplification through statu- 
tory specification, did not attempt a definition of ‘‘association.’’ 

The Regulations under section 3797 of the 1939 Code were quite 
general in terms. Under these Regulations, court decisions, and ad- 
ministrative rulings, groups having corporate characteristics have 
been classified as non-corporate. So classified, for example, are cer- 
tain royalty trusts, fixed (as distinguished from management) in- 
vestment trusts, liquidation trusts, limited partnerships engaged in 


Marvin Lyons (B.C.8., New York University, 1923; LL.B., Harvard Law School, 1926) 
is a member of the New York Bar and a member of the law firm of Debevoise, Plimpton & 
McLean, New York City. 
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such activities as theatrical ventures or real estate operations (some 
of which have offered and sold interests publicly to hundreds of in- 
vestors), investment clubs, and ventures and partnerships engaged 
in the exploration and development of natural resources. Some 
groups in these categories have sought and obtained the income tax 
advantages of non-corporate classification. Professional groups, on 
the other hand, which are barred by law from conducting their activi- 
ties as corporations, have had only limited success, because of Treas- 
ury opposition, in obtaining the income tax advantages of corporate 
classification. 

The final Regulations under section 7701 of the 1954 Code, issued 
on November 15, 1960,! are more specific and more comprehensive 
than any of the earlier Regulations. As they take their theme from 
the Morrissey ? case, an examination of the reasoning of the Court in 
that case is necessary background for an understanding of the mean- 
ing of the new Regulations. 


Tue Morrissey Case 


The Morrissey case involved a business trust empowered, among 
other things, to engage in buying, selling, leasing, and managing real 
estate. The initial project was the development, subdivision, and sale 
of a particular tract of land, but the trustees were not limited to that 
project. The interests of the beneficiaries in the trust property were 
evidenced by transferable certificates for preferred and common 
shares, and their liability was limited to such interests. The number 
of persons holding shares exceeded 900. The term of the trust was 
twenty-five years, not to be interrupted by the death of a trustee or 
beneficiary, but subject to earlier termination only by the trustees. 
The trustees were the sole managers ; they were authorized to add to 
their number and to choose their successors; meetings of share- 
holders could be called by them for the purpose of making reports or 
considering recommendations, but the votes of the shareholders 
were to be advisory only. 

Although the trust was active in real estate operations from 1921 
through 1923, the case involved the three subsequent years, 1924 
through 1926, when the activities of the trust were reduced to collect- 
ing instalments and interest under contracts of sale previously 
made, executing conveyances when the purchasers completed their 
payments, receiving dividends on the stock of an incorporated golf 
club created by it, and distributing the money to the beneficiaries. 


1 Reg. Sec. 301.7701, 25 Fp. Rea. 10928 (1960). 
2 Morrissey v. Comm ’r, 296 U.S. 344 (1935). 
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The Court held that the trust constituted an association. Its basic 
reasoning was quite clear. It was called upon to construe the term 
‘‘associations’’ as used in the statutory predecessor to the present 
section 7701: ‘‘The term ‘corporation’ includes associations, joint- 
stock companies, and insurance companies.’’ ‘‘ Association,’’ said 
the Court, ‘‘implies associates,’’ and further, ‘‘it implies the enter- 
ing into a joint enterprise ... for the transaction of business,’’ that 
is, the creation of an organization ‘‘for the carrying on of a business 
enterprise and sharing its gains.’’ This means that unless there are 
associates who participate in an enterprise for the conduct of a busi- 
ness and the sharing of its gains, an association does not exist. The 
Court made this plain when it differentiated the trust before it from 
an ordinary trust, stating: * 


... the nature and purpose of the cooperative undertaking will differentiate 
it from an ordinary trust. In what are called ‘‘business trusts’’ the object is 
not to hold and conserve particular property, with incidental powers, as in the 
traditional type of trusts, but to provide a medium for the conduct of a busi- 
ness and sharing its gains. Thus a trust may be created as a convenient method 
by which persons become associated for dealings in real estate, the develop- 
ment of tracts of land, the construction of improvements, and the purchase, 
management and sale of properties ; or for dealings in securities or other per- 
sonal property ; or for the production, or manufacture, and sale of commodi- 
ties; or for commerce, or other sorts of business; where those who become 
beneficially interested, either by joining in the plan at the outset, or by later 
participation according to the terms of the arrangement, seek to share the 
advantages of a union of their interests in the common enterprise. 


But finding associates and a purpose or plan to carry on business 
and to divide the gains is not enough. There must be further inquiry 
to determine whether there is a resemblance between the organiza- 
tion and a corporation. The Court said: * 

The inclusion of associations with corporations implies resemblance ; but it 


is resemblance and not identity. The resemblance points to features distin- 
guishing associations from partnerships as well as from ordinary trusts. 


The Court then pointed out that in considering these features the 
differentiation must be predicated upon substance rather than on 
form. It is in this context that the Court discussed such corporate 
characteristics as centralized management, continuity of life, trans- 
ferability of interests, and limited liability. 

Applying these principles, and keeping always in view the nature 
of the operation undertaken and the purpose for which the trust was 
formed, the Court found that the beneficiaries were associates and 


8 Id. at 357. 
4 Ibid, 
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that they were associated in an undertaking which was the carrying 
on of a business enterprise for joint profit. The fact that during some 
of the years in question the activities of the trust were limited to col- 
lecting and paying out dividends and the instalments and interest re- 
ceived on real estate sales made in previous years did not take it out 
of the category of a business enterprise, for it had been initiated as a 
business enterprise, and ‘‘the powers conferred on the trustees con- 
tinued and could be exercised for such activities as the instrument 
authorized.’’ The Court further found that the organization resem- 
bled a corporation because ‘‘the arrangement provided for central- 
ized control, continuity, and limited liability, and the analogy to cor- 
porate organization was carried still further by the provision for the 
issue of transferable certificates.”’ 

In short, the principles to be deduced from the Morrissey case are 
these: 

1. An unincorporated organization or group is not an association 
unless it has the two primary corporate characteristics, namely, (a) 
associates, and (b) an objective to carry on a business enterprise for 
joint profit. Since the term ‘‘association’’ is deemed to imply the 
presence of both of these characteristics, the absence of either one of 
them precludes the existence of an association, and no further in- 
quiry is necessary. 

2. If both of these characteristics are found to be present, it is then 
necessary to determine whether the organization resembles a corpo- 
ration by reference to the existence or non-existence in substance of 
the secondary corporate characteristics, such as centralized manage- 
ment, continuity of life, transferability of interests, and limited lia- 
bility. Since it is resemblance and not identity that is required, it is 
not necessary to find all of these other characteristics present to con- 
clude that the group or organization is an association. 


THe New ReEGuLAtTIONs 


The new Regulations differ from the old in their basic approach to 
the association problem. The old Regulations began by stating a defi- 
nition of ‘‘association’’ so broad that it offered no useful guides, and 
then proceeded to differentiate between a trust and an association in 
terms broader than those indicated in the Morrissey case, thus leav- 
ing the subject in a much more uncertain state than was justifie ~ uy 
Morrissey. Also, the provisions of the old Regulations differentiat- 
ing between partnerships and associations could have been more en- 
lightening than they were in view of the principles laid down in 
Morrissey. 
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The new Regulations are predicated directly on ti~ Morrissey 
case. They offer no general definition of the term ‘‘association.’’ In- 
stead, the opening paragraph ® states that ‘‘there are a number of 
major characteristics ordinarily found in a pure corporation which, 
taken together, distinguish it from other organizations’’; and that 
‘*[t]hese are: (i) [a]ssociates, (ii) an objective to carry on business 
and divide the gains therefrom, (iii) continuity of life, (iv) central- 
ization of management, (v) liability for corporate debts limited to 
corporate property, and (vi) free transferability of interests.’’ It is 
then stated that the presence or absence of each of these character- 
istics must be taken into account (though not to the exclusion of any 
other factors which may be significant) and that ‘‘ An organization 
will be treated as an association if the corporate characteristics are 
such that the organization more nearly resembles a corporation than 
a partnership or trust,’’ citing Morrissey. 

This does not mean that the prescribed process for finding the 
answer in any particular case is to determine the presence or absence 
of each of the corporate characteristics and to put the results on the 
scales, for this was not the reasoning of the Court in Morrissey. The 
first inquiry must be whether the primary characteristics, 7.e., asso- 
ciates and an objective to carry on business for joint profit, are 
present. If either of these is absent, the answer is that an association 
does not exist and the inquiry ends. If both are present, the inquiry 
proceeds to ascertain whether the secondary corporate character- 
istics are present. 

This is confirmed, although somewhat obliquely, by the next para- 
graph of the Regulations.* When the Regulations were in proposed 
form, this paragraph opened by stating: ‘‘Since associates and an 
objective to carry on business and divide the gains therefrom are 
essential characteristics of all business organizations (other than 
the so-called one-man corporation and the sole proprietorship), the 
absence of either of these essential characteristics is sufficient to 
cause an organization not to be classified as an association.’’ * In the 
final Regulations the last clause in this sentence was modified to say 
that ‘‘... the absence of either of these essential characteristics will 
cause an arrangement among co-owners of property for the develop- 
ment of such property for the separate profit of each not to be classi- 
fied as an association.”’ 

But the remaining sentences of this paragraph were unchanged in 

5 Reg. See. 301.7701-2(a) (1) (1960). 


6 Reg. Sec. 301.7701-2(a) (2) (1960). 
7 Proposed Reg. Sec. 301.7701-2(a) (2), 24 Fep. Rea. 10451 (1959). 
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the final Regulations, and as they would not otherwise be meaning- 
ful, it is apparent that the change from the general to the particular 
in the opening sentence was not intended to limit the general appli- 
cation of the opening sentence. The change was evidently made for 
the purpose of makiag it clear beyond any doubt that arrangements 
exemplified by the type of joint operating agreements for the devel- 
opment of mineral properties covered in I.T. 3930 do not create asso- 
ciations, because such arrangements are not operations for joint 
profit.® 

The remaining sentences in this paragraph generalize on corpo- 
rate characteristics which are common to trusts and corporations, on 
the one hand, and those which are common to partnerships and cor- 
porations, on the other, as follows: ® 


... Some of the major characteristics of a corporation are common to trusts 
and corporations, and others are common to partnerships and corporations. 
Characteristics common to trusts and corporations are not material in at- 
tempting to distinguish between a trust and an association, and character- 
istics common to partnerships and corporations are not material in attempt- 
ing to distinguish between an association and a partnership. For example, 
since centralization of management, continuity of life, free transferability of 
interests, and limited liability are generally common to trusts and corpora- 
tions, the determination of whether a trust which has such characteristics is 
to be treated for tax purposes as a trust or as an association depends on 
whether there are associates and an objective to carry on business and divide 
the gains therefrom. On the other hand, since associates and an objective to 
carry on business and divide the gains therefrom are generally common to 
both corporations and partnerships, the determination of whether an organ- 
ization which has such characteristics is to be treated for tax purposes as a 
partnership or as an association depends on whether there exists centraliza- 
tion of management, continuity of life, free transferability of interests, and 
limited liability. 

8 I.T. 3930, 1948-2 Cum. Bu. 126, supplemented by I.T. 3948, 1949-1 Cum. BuLL. 161. 
I.T. 3930 and I.T. 3948 held that the arrangements there involved did not create an asso- 
ciation, because each of the co-owners of oil and gas properties had retained the power 
to deal separately with his own property interest and with the production therefrom. Where 
such powers are not retained by the co-owners the arrangements could be held to create an 
association, as in the recent case of United States v. Stierwalt, 61-1 U.S.T.C. 7 9330 (10th 
Cir. 1961). In that case, as the Government pointed out in its brief before the Court of 
Appeals, there was an operation not for separate profit but for joint profit, for the co- 
owners had delegated to their representatives, and the representatives had exercised, powers 
over the property and the disposition of the production which negated the existence of a 
separate profit objective of the co-owners under the principles laid down in I.T. 3930 and 
I.T. 3948. The decision in the Stierwalt case should, therefore, not affect the continued ap- 
plication of I.T. 3930 and I.T. 3948 to situations that conform to the separate profit prin- 
ciples stated in those rulings, which have been consistently applied by the Internal Revenue 
Service for the past 13 years and are continued in the new Regulations. 

9 Reg. Sec. 301.7701-2(a) (2) (1960). 
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The next paragraph,”° which did not appear in the Regulations in 
their originally proposed form, tells us how to obtain the answer 
after having determined the existence or non-existence of the vari- 
ous corporate characteristics. Eliminating those common character- 
istics which are ‘‘not material,’’ as stated above, an organization is 
to be treated as an association only if the remaining characteristics 
are more corporate than non-corporate. Thus, if a limited partner- 
ship, which has associates and an objective to carry on business for 
joint profit, also has centralized management and free transfera- 
bility of interests, but lacks continuity of life and limited liability 
and has no other characteristics of material significance, it will not 
be classified as an association. 

In short, a trust will not be classified as an association unless it 
has both primary characteristics, namely, associates and a plan or 
purpose to carry on business for joint profit. A partnership, joint 
venture, or other unincorporated association will not be classified as 
an association unless it possesses the two primary characteristics 
and, in addition, more than two of the four secondary character- 
istics, namely, continuity, centralized management, limited liability, 
and transferability of interests. 

The Regulations then discuss at length the principles to be applied 
in determining the presence or absence of the secondary character- 
istics. In the comments which follow on the subjects of (1) trusts, (2) 
professional groups seeking corporate classification, and (3) limited 
partnerships, the pertinent provisions of the Regulations will be 
discussed. 


TRUSTS 


Although it is clear that the Internal Revenue Service will not 
treat a trust as an association unless it has both associates and an 
objective to carry on business for joint profit, the Regulations offer 
little guidance in determining when these two elements are present, 
nor do they deal specifically with cases where the two primary char- 
acteristics are present, but some of the secondary characteristics are 
absent. 

In distinguishing trusts from associations and partnerships," the 
Regulations describe certain trusts as ordinary trusts and others as 
business trusts in the broadest of general terms. For example, an 
‘‘ordinary trust’’ is described as ‘‘an arrangement created either 
by will or by an inter vivos declaration whereby trustees take title 


10 Reg. Sec. 301.7701-2(a) (3) (1960). 
11 Reg. Sec. 301.7701-4 (1960). 
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to property for the purpose of protecting or conserving it for the 
beneficiaries under the ordinary rules applied in chancery or pro- 
bate courts’’; and it is said that ‘‘ generally speaking, an arrange- 
ment will be treated as a trust under the Internal Revenue Code if it 
can be shown that the purpose of the arrangement is to vest in trus- 
tees responsibility for the protection and conservation of property 
for beneficiaries who cannot share in the discharge of this responsi- 
bility and, therefore, are not associates in a joint enterprise for the 
conduct of business for profit.’’ ” 

In contrast, ‘‘business trusts’’ are described generally as those 
‘‘created by the beneficiaries simply as a device to carry on a profit- 
making business which normally would have been carried on through 
business organizations that are classified as corporations or part- 
nerships under the Internal Revenue Code.’’** This general lan- 
guage is in line with the distinction drawn in Morrissey between 
‘‘the traditional type of trusts’’ and ‘‘business trusts.’’ There the 
Court described the traditional trust as a trust created ‘‘to hold and 
conserve particular property, with incidental powers,’’ ** and it de- 
scribed the business trust as a trust ‘‘created and maintained as a 
medium for the carrying on of a business enterprise and sharing its 
gains,’’ ’ illustrating the latter by reference to trusts created ‘‘as a 
convenient method by which persons become associated’’ for deal- 
ing in real estate, securities, or other personal property, or for the 
production or manufacture and sale of commodities, or for other 
sorts of business. 

The description in the Regulations of a business trust as one cre- 
ated ‘‘as a device to carry on a profit-making business’’ which would 
normally be carried on in corporate or partnership form, and 
of an ordinary trust as one in which the trustees have ‘‘re- 
sponsibility for the protection and conservation of property for 
beneficiaries who cannot share in the discharge of this responsibil- 
ity’’ carries the clear implication that trusts will not be treated as 
associations if they are of the traditional type created for the benefit 
of the natural objects of the grantor’s bounty to hold, protect, and 
conserve investment securities, to pay the income or principal 
thereof to designated beneficiaries at stated times, with adequate 
powers vested in the trustees to sell and reinvest and otherwise to 
protect and conserve the trust property, but with no power to engage 
in the conduct of a business. 


12 Reg. Sec. 301.7701-4(a) (1960). 

18 Reg. Sec. 301.7701-4(b) (1960). 

14 Morrissey v. Comm’r, note 2 supra, at 357. 
15 Id. at 359. 
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It is also made clear, however, that the fact that the ‘‘ corpus of the 
trust is not supplied by the beneficiaries is not sufficient reason in it- 
self for classifying the arrangement as an ordinary trust rather 
than as an association or partnership.’’ 1* Conversely, the fact that 
a trust has been created by the beneficiaries will not deprive it of 
classification as a trust ‘‘if it was created for the purpose of pro- 
tecting or conserving the trust property for beneficiaries who stand 
in the sume relation to the trust as they would if the trust had been 
created by others for them.’’ ” 

This general language leaves a gray area between the clearly tra- 
ditional type of trust and the clearly business type of trust in which 
the key questions in determining whether or not the trust is an asso- 
ciation are whether or not it has associates and an objective to carry 
on business. In determining the existence or non-existence of these 
elements we must look to the court decisions. 


Bustness OBJECTIVE 


The most important element of an association is an objective to 
carry on business. Existence or non-existence of this element is de- 
termined by the purpose for which the trust has been created and 
the powers given to the trustees. Even though the trustees do not, in 
fact, carry on a business, if they have the power to do so under the 
terms of the trust instrument, ‘‘the parties are not at liberty to say 
that their purpose was other or narrower than that which they for- 
mally set forth in the instrument under which their activities were 
conducted.’’ ** This question must be determined in every case by 
reference to the terms of the trust instrument read in the context of 
the circumstances under which the trust was created. 

Most cases dealing with the existence of a business objective in- 
volve trusts of real estate, mineral properties, and mineral royalties 
in which the interests of the beneficiaries are evidenced by transfer- 
able certificates, and the characteristics of limited liability, conti- 
nuity of life, and centralized management are present. Several in- 
volve types of investment trust in which transferable certificates of 
beneficial interest have been publicly issued. For the most part, these 
trusts have been held to be associations,” but there are a number of 





16 Reg. Sec. 301.7701-4(b) (1960). 

17 Reg. See. 301.7701-4(a) (1960). 

18 Helvering v. Coleman-Gilbert Associates, 290 U.S. 359, 374 (1935). 

19 Helvering v. Coleman-Gilbert Associates, 296 U.S. 369 (1935) ; Swanson v. Comm’r, 296 
U.S. 362 (1935) ; Helvering v. Combs, 296 U.S. 565 (1935) ; Estate of Scofield v. Comm’r, 
266 F.2d 154 (6th Cir. 1959), affirming 25 T.C. 774 (1956) ; Cooper v. Comm’r, 262 F.2d 
530 (10th Cir. 1958) ; Main-Hammond Land Trust vy. Comm’r, 200 F.2d 308 (6th Cir. 
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cases in which trust status has been upheld because the purpose of 
the trust was to hold, protect, and conserve a fixed investment for 
the benefit of the beneficiaries, and the trustees were given no power 
to reinvest the proceeds or otherwise to engage in business activi- 
ties.”° 

The distinction between a fixed investment trust which is an asso- 
ciation and one which is not is dealt with in the Regulations: ** 


(ec) Certain investment trusts. An ‘‘investment’’ trust of the type com- 
monly known as a management trust is an association, and a trust of the type 
commonly known as a fixed investment trust is an association if there is power 
under the trust agreement to vary the investment of the certificate holders. 
See Commissioner v. North American Bond Trust (C.C.A. 2d 1941) 122 F.2d 
545, cert. denied 314 U.S. 701. However, if there is no power under the trust 
agreement to vary the investment of the certificate holders, such fixed invest- 
ment trust shall be classified as a trust. 


The North American case referred to in this Regulation involved 
a fixed investment trust in which the trustees’ powers, though lim- 
ited, included the power to acquire funds in addition to those origi- 
nally contributed through the sale of certificates of beneficial inter- 
est, and to invest these funds in securities that differed from the 
originally fixed portfolio, thus changing the character of the port- 
folio in which all the certificate holders had interests. This power to 
vary the investment of the certificate holders caused the Court of 
Appeals for the Second Circuit to hold that the trust was an associa- 
tion. On the same day, the Court decided the Chase National Bank ** 
case, involving a fixed investment trust under which the trustees 
were required to invest any additional funds received by them in the 


1952); United States v. Homecrest Tract, 160 F.2d 150 (9th Cir. 1947); Sherman v. 
Comm ’r, 146 F.2d 219 (6th Cir. 1944) ; Adkins Properties v. Comm’r, 143 F.2d 380 (5th 
Cir. 1944) ; Keating-Snyder Trust v. Comm’r, 126 F.2d 860 (5th Cir. 1942); Comm’r v. 
Nebo Oil Co., 126 F.2d 148 (10th Cir. 1942) ; Comm’r v. Fortney Oil Co., 125 F.2d 995 
(6th Cir. 1942); Kettleman Hills Royalty Syndicate v. Comm’r, 116 F.2d 382 (9th Cir. 
1940) ; Ross Lewis Trust v. Comm’r, 110 F.2d 937 (10th Cir. 1940) ; Wellston Hills Syndi- 
eate Fund v. Comm’r, 101 F.2d 924 (8th Cir. 1939) ; Title Ins. & Trust Co. v. Comm’r, 100 
F.2d 482 (9th Cir. 1938) ; William F. Buckley, 22 T.C. 1312 (1954); Berry Bros. Trust, 
9 T.C. 71 (1947); Grange Trust, 4 TCM 400 (1945); Williams Trust, 39 B.T.A. 612 
(1939) ; Lee H. Marshall Heirs, 39 B.T.A. 101 (1939) ; Central Republic Bank & Trust Co., 
34 B.T.A. 391 (1936). 

20 Hugh MacRae Land Trust, 1 T.C. 899 (1943), acg., 1944 Cum. BuLL. 18, reversing 
non-acq., 1943 Cum. Buu. 25; Royalty Participation Trust, 20 T.C. 466 (1953), acq., 
1953-2 Cum. Butt. 6; Cleveland Trust Co. v. Comm’r, 115 F.2d 481 (6th Cir. 1940) ; Cole 
& Crane Real Estate Trust, 3 TCM 658 (1944) ; Rohman v. United States, 275 F.2d 120 
(9th Cir. 1960) ; Nee v. Li: wood Securities Co., 174 F.2d 434 (8th Cir. 1949) ; Comm’r v. 
Gibb-Preyer Trusts, 117 F.2d 619 (6th Cir. 1941); Myers v. Comm’r, 89 F.2d 86 (7th 
Cir. 1937) ; Wyman Bldg. Trust, 45 B.T.A. 155 (1941). 

21 Reg. Sec. 301.7701-4(¢) (1960). 

22 Comm’r v. Chase Nat. Bank, 122 F.2d 540 (2d Cir. 1941). 
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same securities and in the same proportions as those already held 
by the trust, and the proceeds of the sales of any securities held in 
the portfolio were required to be distributed to the certificate hold- 
ers and could not be reinvested. This prohibition against varying 
the investment of the certificate holders differentiated the Chase 
National Bank case from the North American case, and the Court 
held that the trust was not an association. 

The narrow distinction between the North American and Chase 
National Bank cases indicates the strict line taken by the courts in 
deciding whether trust powers exist which constitute authority to 
carry on a business. But this does not mean that the trust is a busi- 
ness trust unless the powers are limited to the performance of min- 
isterial acts. Powers consistent with and implementing the trustee’s 
responsibility to protect and conserve the trust property, beyond 
collection and distribution of income and principal, and requiring 
the exercise of judgment will not render the trust a business trust if 
its purpose is to administer a fixed investment and the trustees do 
not have authority to reinvest or to enter into or engage in the 
conduct of a business. 

For example, in the MacRae * case, a large tract of land contain- 
ing coal deposits was transferred to a trust which issued certificates 
of beneficial interest to the beneficiaries. Pursuant to an option 
which had been previously granted to a coal mining company, the 
trustees were empowered to enter into a mining lease with that com- 
pany ; to receive royalties under the lease and distribute them to the 
beneficiaries after the payment of expenses; to grant easements and 
rights-of-way across the property; to retain an engineer to assure 
that the royalty was correctly determined; and to sell the property 
with the consent of two-thirds in interest of the certificate holders 
and distribute the proceeds of sale. The trustees were also author- 
ized ‘‘to do those things deemed necessary . .. to defend and protect’’ 
the trust property, but they were prohibited from engaging them- 
selves ‘‘in operating, mining, digging or removing’’ coal and other 
minerals. The Tax Court held that the trust did not have the objec- 
tive of ‘‘carrying on of a business enterprise for profit.’’ 

Similarly, in Cleveland Trust Company ** improved real estate 
subject to a 99-year lease was transferred to a trust which issued 
certificates of beneficial interest that were sold to the public. The 
lease was a net lease producing a fixed income of $30,000 a year, so 
that the trustees had no active duties to perform, except to receive 


23 Hugh MacRae Land Trust, 1 T.C. 899 (1943). 
24 Cleveland Trust Co. v. Comm’r, 115 F.2d 481 (6th Cir. 1940). 
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and distribute the net rental to the certificate holders. However, to 
provide for contingencies the trust agreement gave the trustees 
power to borrow, to make amendments modifying or supplementing 
the lease, to settle claims in contract or tort, and in the event of 
default by the lessee, to sell or lease the premises with the consent 
of a majority of the certificate holders. In the event of a sale, the 
proceeds were to be distributed to the certificate holders. In holding 
that the trust was not an association, the Court stated: *° 


The power of the trustee to receive rents and distribute them to certificate 
holders did not have the effect of making it an association for profit, nor did 
the right to possession and disposition of the property to lease or relet it in 
ease of default by the lessee have that effect but was a mere incidental power 
to be exercised under exceptional circumstances. The trust instrument shows 
no plan to carry on a business in buying, selling, leasing or dealing in real 
estate. 


This decision is to be differentiated from other cases involving net 
leases where, in the event of default, the trustees were given not 
only the power to sell or lease the property, but also the power to 
manage it.”® 

A private ruling ** was recently issued under the new Regulations 
holding that a proposed trust of mineral royalty interests would not 
be an association. The royalty interests, which were interests in a 
single mineral deposit operated by an independent mining company, 
constituted the principal asset of a corporation whose stock was 
widely held. All the assets of the corporation were to be transferred 
to the trust, and the corporation was to be completely liquidated, its 
stockholders receiving transferable certificates of beneficial interest 
in the trust. The proposed trust would have associates and would 
also have all four secondary corporate characteristics. But it would 
not have an objective to carry on business. The proposed trust in- 
denture declared unequivocally that its solepurpose was to conserve 
and protect the trust property, and to collect and distribute the in- 
come and proceeds therefrom to the certificate holders after pay- 
ment of or provision for expenses and liabilities. It specifically pro- 
hibited the trustees from entering into or engaging in any business, 
irrespective of whether the conduct of any such business activities 
was deemed by the trustees to be necessary or proper for the con- 
servation and protection of the trust property. The trustees were 


25 Id. at 484. 

26 Main-Hammond Land Trust v. Comm’r, 200 F.2d 308 (6th Cir. 1952); Sherman v. 
Comm ’r, 146 F.2d 219 (6th Cir. 1944) ; Title Ins. & Trust Co. v. Comm *r, 100 F.2d 482 (9th 
Cir. 1938). 

27 Issued to Mesabi Iron Company, March 10, 1961. 
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expressly required to exercise the specific powers granted to them in 
a manner which did not go beyond the declared purpose and limita- 
tions of the trust. 

This ruling is in accord with the principles laid down in the Mor- 
rissey case as expounded in the new Regulations. But as it turns 
entirely on the absence of an objective to carry on business, it may 
be expected to be narrowly limited in its application to cases in which 
the facts are parallel to its special facts. 

Iiquidating trust. Another type of trust which is not considered 
to have an objective to carry on business is a liquidating trust, which 
is defined in the Regulations as a trust ‘‘organized for the primary 
purpose of liquidating and distributing the assets transferred to it, 
and if its activities are all reasonably necessary to, and consistent 
with, the accomplishment of that purpose.’’ The Regulations fur- 
ther provide that ‘‘if the liquidation is unreasonably prolonged or 
if the liquidation purposes becomes so obscured by business activi- 
ties that the declared purpose of liquidation can be said to be lost or 
abandoned, the status of the organization will no longer be that of a 
liquidating trust.’’ Examples of liquidating trusts are trusts created 
for the purpose of liquidating a particular piece of property, or an 
estate, or the assets of a dissolved corporation.** Also treated as li- 
quidating trusts under the Regulations are ‘‘bondholders’ protec- 
tive committees, voting trusts, and other agencies formed to protect 
the interests of security holders during insolvency, bankruptcy, or 
corporate reorganization proceedings’’ so long as they are not util- 
ized to ‘‘further the control or profitable operation of a going busi- 
ness on a permanent continuing basis.’’ 

If under these principles the trust does not have an objective to 
carry on business, it is not an association, irrespective of its other 
characteristics. If it does have a business objective, it will not be an 
association unless it has associates. 


ASSOCIATES 


The line between a trust in which there are associates and one in 
which there are not is indicated to some extent by contrasting the 
Teich *® case and the Roberts-Solomon*™ case. The trusts in these 
cases had a number of significant characteristics in common. They 


28 H.g., Comm’r vy. Morriss Realty Co. Trust, 68 F.2d 648 (7th Cir. 1934) ; Comm’r v. 
Atherton, 50 F.2d 740 (9th Cir. 1931) ; Blair v. Wilson Syndicate Trust, 39 F.2d 43 (5th 
Cir. 1930). 

29 Reg. Sec. 301.7701-4(d) (1960). 

80 Curt Teich Trust No. One, 25 T.C. 884 (1956), acg., 1956-2 Cum. BULL. 8. 

31 Roberts-Solomon Trust Estate, 34 B.T.A. 723 (1936), aff’d, 89 F.2d 569 (5th Cir.), 
cert. denied, 302 U.S. 692 (1937). 
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were both created for the management of real estate with powers 
vested in the trustees sufficiently broad to warrant a finding that the 
trusts had a business objective. Each trust was created by an ances- 
tor for the benefit of children and grandchildren; each was to con- 
tinue for a term of years (20 years in one case and 25 years in the 
other) ; and in each some of the beneficiaries were also trustees. 

There were, however, marked differences. In Teich the trust was 
a spendthrift trust. The beneficiaries were declared to have no title 
or interest in the trust property as such; their rights were limited 
to rights to receive payments of income or principal from the trus- 
tees; their interests were declared to be personal property ; and no 
beneficiary was permitted to »ssign, pledge, or otherwise anticipate 
any payment of principal or income. On the termination of the trust, 
the trust property was to be sold and the proceeds were to be dis- 
tributed to the designated beneficiaries. The beneficiaries had no 
right to participate in any way in decisions or action to be taken by 
the trustees. The trustees had the power to amend the trust agree- 
ment in any respect which did not materially alter the rights of bene- 
ficiaries ; and even an amendment which did have such an effect could 
be made by the trustees if notice was given to the beneficiaries and 
no beneficiary lodged a written objection within a specified time. 

In Roberts-Solomon, on the other hand, the beneficiaries were not 
named or otherwise designated; the beneficial interests were evi- 
denced by certificates which were to ‘‘pass and be transferred as 
personalty and in the same manner as shares of stock in corpora- 
tions’’ and were to ‘‘be subject to levy and sale under attachmeni or 
execution or any other process, in like manner as shares of stock.’’ 
Amendments to the trust could be made with the assent of a majority 
in interest of the certificate holders. On the termination of the trust, 
the title to the trust property was to pass to the then holders of 
certificates. 

In the Teich case it was held that the characteristic of associates 
was not present, and the trust was not an association; that ‘‘ where 
ancestors set up a traditional or ordinary trust for the benefit of 
the natural objects of their bounty and there has been no voluntary 
association of those beneficiaries for the purpose of carrying on a 
business,’’ there is no association. In Roberts-Solomon it was held 
that the beneficiaries were associates, and ‘‘each person on accepting 
shares in a business enterprise thus organized becomes an asso- 
ciate.’’ 

Thus, the characteristic of associates does not exist where the 
beneficiaries by taking no part in the creation of the trust are not 
voluntarily associated at the outset; the nature of their interests is 
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such that no other persons can become voluntarily associated by 
acquiring their interests ; and they have no participation in the con- 
duct of the trust’s affairs. But the characteristic of associates can 
exist even where the trust has not been created by the beneficiaries, 
if their interests are freely transferable and they have some voice 
in decisions as to amendments to the trust or its termination, though 
they have no voice in management. 

While non-transferability of the interests of the beneficiaries is 
an important factor which tends to negate the existence of the char- 
acteristic of associates, it is not necessarily a conclusive factor. For 
example, Porter Property Trustees, Ltd.,** a family corporation, 
conducting a business with respect to farm properties, was con- 
verted into a trust in which the former stockholders of the corpora- 
tion (parents and their children) became the beneficiaries. The in- 
terests of the beneficiaries were described in the trust instrument as 
‘“expectancy fractions,’’ but it was not clear whether these interests 
were or were not transferable. In holding that the beneficiaries were 
associates, the Board said, ‘‘we need look only beyond the creation 
of the trust to the prior corporation to find parents and children 
happily associated together under the form of a corporation in 
carrying on their farming operations,’’ and ‘‘in the transmutations 
which followed it would seem of little moment that certain members 
of the family passed from the active role of shareholders to the pas- 
sive one of beneficiaries.’’ ** 

The Porter and Roberts-Solomon cases point up the fact that 
family arrangements in trust form are not immune from attack as 
associations. The circumstances under which the trust was created, 
as well as the trustees’ powers and the nature of the interests of the 
beneficiaries, all have a bearing on the question. For example, if a 
family personal holding company, the assets of which consisted of 
investment securities, were converted into a trust for a stated term, 
under which the stockholders received certificates of beneficial in- 
terest, the trustees were given broad investment and reinvestment 
powers, and the beneficiaries had some participation in the selection 
and replacement of the trustees and in decisions whether to amend 
or terminate the trust, the trust would probably be treated as an 
association. On the other hand, if the head of the family owned all 
of the stock in the personal holding company and if he transferred 
that stock to a traditional type of trust for the benefit of the natural 
objects of his bounty, giving to the trustees exclusively the powers 
of investment and reinvestment and other usual powers incidental 


32 J. Howard Porter, 42 B.T.A. 681 (1940), aff’d, 130 F.2d 276 (9th Cir. 1942). 
88 Id. at 690-691. 








456 TAX LAW REVIEW [Vol. 16: 


to the protection and conservation of the trust property, and direct- 
ing them to pay income and principal at stated times to designated 
beneficiaries, such a trust would not be an association. 

The Regulations in their proposed form contained two exam- 
ples * bearing upon the associates question, which were eliminated 
in the final Regulations. These examples indicated that where a trust 
was created to manage and operate a going business for iue benefit 
of the natural objects cf the grantor’s bounty and the beneficiaries 
were given non-assignable interests and had no rights to participate 
in the making of decisions with respect to the termination of the 
trust, in the replacement of trustees, or in the functions of manage- 
ment, the beneficiaries would not be treated as associates. But where 
the beneficiaries were given assignable interests and the right to 
participate in decisions as to the termination of the trust and 
changes in trustees, they would be treated as associates. Despite the 
elimination of these examples, there is no reason to suppose that the 
Service would take a different view of such cases now than it did 

when the Proposed Regulations were first issued. 

It might be asked whether there are any circumstances under 
which a trust which has beth a business objective and associates 
would not be classified as an association because of the lack of other 
corporate characteristics. The Regulations do not deal specifically 
with this question, probably because it would be a rare case in which 
a trust having the two essential characteristics would not also have 
more than two of the others. Normally, trusts have limited liability 
and centralized management. And they would not be likely to have . 
the characteristic of associates unless, in addition, they had the 
characteristic of either continuity of life or transferability of inter- 
ests, or both. It is, therefore, hard to imagine a case in which a trust 
having both essential characteristics would not be classified as an 
association. There might conceivably be cases in which these char- 
acteristics were present, but the normal trust characteristics of lim- 
ited liability and centralized management were absent. Such a trust 
would partake more of the nature of a partnership ® than either a 
trust or an association and wvuuld probably be so classified. 


34 Proposed Reg. Sec. 301.7701-4(c), 24 Frp. Rea. 10454 (1959). 

85 In accordance with the definition of the term ‘‘ partnership’’ in section 7701(a) (2) of 
the 1954 Code, the Regulations (Sec. 301.7701-3(a)) provide: ‘‘The term ‘partnership’ is 
broader in scope than the common law meaning of partnership and may include groups 
not commonly called partnerships. Thus, the term ‘ partnership’ includes a syndicate, group, 
pool, joint venture, or other unincorporated organization through or by means of which 
any business, financial operation, or venture is carried on, and which is not a corporation 
or a trust or estate within the meaning of the Internal Revenue Code of 1954.’’ 
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ProressionaL Groups BarRED FROM 
INCORPORATION By State Law 


The Kintner * case has been a subject of controversy since it was 
decided in 1954. There, a group of eight doctors in Montana, who had 
been operating a clinic as a partnership, reorganized into an associa- 
tion and sought to be treated as a corporation for federal income tax 
purposes, although under state law a corporation was not permitted 
to engage in the practice of medicine. By the terms of the articles of 
association, the former members of the partnership became the mem- 
bers of the association ; retirement or death of a member was not to 
result in termination or dissolution of the association, which was to 
occur on the death of the last survivor of the original members; five 
of the members constituted an executive committee to manage the 
affairs of the association ; and the members’ interests in the associa- 
tion, which were non-assignable, were limited to the benefits of a 
pension plan to which they became entitled on death or withdrawal. 

The articles of association further declared that the association 
was not to be liable for the negligence or lack of skill of the doctors 
or for debts incurred by a member without the authority of the exec- 
utive committee, but members were to be liable to third persons for 
their own professional misconduct and for debts incurred by them 
without the authority of the executive committee. The association 
hired doctors, nurses, technicians, a business manager, and other 
personnel ar J conducted a full-fledged business organization. 

The Court held that the association was entitled to corporate clas- 
sification. But the Service refused to accept the decision as a guide 
in subsequent cases.** The Court’s reasoning was that the prohibi- 
tion under state law against the practice of medicine in corporate 
form did not determine the organization’s classification for federal 
income tax purposes; its classification was to be determined by con- 
sidering whether it resembled a corporation because of its character- 
istics. The organization obviously had associates and a business ob- 
jective for joint profit. By the terms of the articles of association it 
also sought to achieve continuity of life, centralized management, 
and some limitation of members’ liability, but the interests of the 
members were made non-transferable. Without discussing whether 


36 United States v. Kintner, 216 F.2d 418 (9th Cir. 1954). 

37 The Service ruled that such a group of doctors ‘‘is in substance a partnership,’’ and 
announced that it would not follow the contrary position expressed in Kintner (Rev. Rul. 
56-23, 1956-1 Cum. BuLu. 598). It later moditied its position to hold ‘‘that the fact that 
an association established a pension plan under section 401(a) of the Internal Revenue 
Code of 1954... is not determinative of whether such organization will be classified as a 
partnership or an association.’’ Rev. Rul. 57-546, 1957-2 Cum. Buu. 886. 
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the provisions of the articles of association had the effect under state 
law which they purported to have under the terms of the agreement, 
the Court held that the corporate characteristics provided by the 
terms of the agreement were sufficient to qualify the association for 
corporate classification. 

The new Regulations take a different view of the function of state 
law in determining corporate characteristics. While they provide 
that the tests or standards which are to be applied in determining 
the classification of an association are those prescribed in the Regu- 
lations regardless of the classification of the organization under 
state law, they also provide that state law is controlling in determin- 
ing whether any particular test or standard is met. The Regulations 
provide: * 





... Although it is the Internal Revenue Code rather than local law which 
establishes the tests or standards which will be applied in determining the 
classification in which an organization belongs, local law governs in determin- 
ing whether the legal relationships which have been established in the forma- 
tion of an organization are such that the standards are met. Thus, it is local 
law which must be applied in determining such matters as the legal relation- 
ships of the members of the organization among themselves and with the 
public at large, and the interests of the members of the organization in its 
assets. 


Thus, although inability to incorporate under state law does not 
bar a professional group from classification as an association, the 
group cannot achieve this classification under the Regulations if de- 
spite the provisions of the agreement among the members the effect 
of local law negates the existence of the necessary corporate char- 
acteristics. 

If the agreement provides that the members shall not be liable for 
debts of or claims against the organization, they may nevertheless 
be liable to third parties under state law. The Regulations describe 
limited liability as follows: * 

An organization has the corporate characteristic of limited liability if 
under local law there is no member who is personally liable for the debts of or 
claims against the organization. Personal liability means that a creditor of 
an organization may seek personal satisfaction from a member of the organ- 
ization to the extent that the assets of such organization are insufficient to 
satisfy the creditor’s claim. A member of the organization who is personally 
liable for the obligations of the organization may make an agreement under 
which another person, whether or not a member of the organization, assumes 
such liability or agrees to indemnify such member for any such liability. How- 
ever, if under local law the member remains liable to such creditors notwith- 


88 Reg. Sec. 301.7701-1(c) (1960). 
39 Reg. Sec. 301.7701-2(d) (1) (1960). 
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standing such agreement, there exists personal liability with respect to such 
member. 


If the agreement provides that only specified members may bind 
the organization in dealing with third parties, the organization may 
nevertheless be bound under state law by the act of a member not so 
specified in the agreement. In describing centralized management 
the Regulations provide: *° 


There is no centralization of continuing exclusive authority to make man- 
agement decisions, unless the managers have sole authority to make such deci- 
sions. For example, in the case of a corporation or a trust, the concentration 
of management powers in a board of directors or trustees effectively prevents 
a stockholder or a trust beneficiary, simply because he is a stockholder or 
beneficiary, from binding the corporation or the trust by his acts. However, 
because of the mutual agency relationship between members of a general part- 
nership subject to a statute corresponding to the Uniform Partnership Act, 
such a general partnership cannot achieve effective concentration of manage- 
ment powers and, therefore, centralized management. Usually, the act of any 
partner within the scope of the partnership business binds all the partners ; 
and even if the partners agree among themselves that the powers of manage- 
ment shall be exclusively in a selected few, this agreement will be ineffective 
as against an outsider who had no notice of it. 


If the agreement provides that the organization shall not termi- 
nate on the death of a member, such death may, nevertheless, result 
in dissolution of the organization and the formation of a new organ- 
ization under state law. In describing continuity of life the Regula- 
tions use the term ‘‘dissolution’’ as meaning ‘‘an alteration of the 
identity of an organization by reason of a change in the relationship 
between its members as determined under local law.’’ They go on to 
provide: * 


... For example, since the resignation of a partner from a general partner- 
ship destroys the mutual agency which exists between such partner and his co- 
partners and thereby alters the personal relation between the partners which 
constitutes the identity of the partnership itself, the resignation of a partner 
dissolves the partnership. A corporation, however, has a continuing identity 
which is detached from the relationship between its stockholders. The death, 
insanity, or bankruptcy of a shareholder or the sale of a shareholder’s interest 
has no effect upon the identity of the corporation and, therefore, does not 
work a dissolution of the organization. An agreement by which an organiza- 
tion is established may provide that the business will be continued by the 
remaining members in the event of the death or withdrawal of any member, 
but such agreement does not establish continuity of life if under local Jaw 
the death or withdrawal of any member causes a dissolution of the organiza- 
tion. Thus, there may be a dissolution of the organization and no continuity 
of life although the business is continued by the remaining members. 


40 Reg. Sec. 301.7701-2(e) (4) (1960). 
41 Reg. See. 301.7701-2(b) (2) (1960). 
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If the agreement provides that the interests of the members are 
freely transferable, ‘‘free transferability of interests,’’ as that term 
is used in the Regulations, will nevertheless not exist ‘‘if under local 
law a transfer of a member’s interest results in the dissolution of the 
old organization and the formation of a new organization.’’ * 

Some of these distinctions are highly technical; others are not. It 
seems likely that they will stand the test of litigation, although this 
remains to be seen. In the meantime, the question whether profes- 
sional groups barred by state law from incorporating can secure cor- 
porate classification for federal income tax purposes will continue to 
be unresolved. 

The treatment of professional groups should not be left in this un- 
certain state. Nor should professionais in one state be treated differ- 
ently from professionals in another state under the federal income 
tax law merely because of technical or other differences in state laws. 
These groups are the only business groups under our economic sys- 
tem which do not have a free choice as to the form in which they may 
do business. In the light of the fresh approach which the new Admin- 
istration is bringing to many areas of the tax law, it would be appro- 
priate to review the status of professional groups, with a view to- 
ward eliminating differences based on state law and providing for 
possible corporate classification under a set of standards which will 
not impair the valid objectives underlying state laws which bar cer- 
tain professional groups from incorporating. 


Limirep PARTNERSHIPS 


The use of the limited partnership as a business organization is 
quite common where its tax and other business advantages outweigh 
those of the corporation and where it can sustain partnership classi- 
fication. The provisions of the Regulations dealing with the charac- 
teristics of continuity, centralized management, limited liability, 
and transferability of interests have helped to clarify the rules 
applicable to limited partnerships, especially if they are organized 
in states which have enacted the Uniform Limited Partnership Act. 
An exhaustive treatment of this subject is beyond the limits of this 
article. However, some of the highlights of the new Regulations 
should be mentioned. 

As to the corporate characteristic of continuity of life, the Regu- 
lations provide: ** 


... In determining whether any member has the power of dissolution, it 
will be necessary to examine the agreement and to ascertain the effect of such 


42 Reg. Sec. 301.7701-2(e)(1) (1960). 
43 Reg. Sec. 301.7701-2(b) (3) (1960). 
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agreement under local law. . . . [I]f, notwithstanding such agreement, any 
member has the power under local law to dissolve the organization, the organ- 
ization lacks continuity of life. Accordingly, a general partnership subject to 
a statute corresponding to the Uniform Partnership Act and a limited part- 
nership subject to a statute corresponding to the Uniform Limited Partner- 
ship Act both lack continuity of life. 


As to the corporate characteristic of centralized management, the 
Regulations refer to the mutual agency relationship among general 
partners which, under the Uniform Limited Partnership Act, is con- 
trolling as against outsiders who have no notice of any agreed re- 
striction thereof. The Regulation further provides: ** 

... In addition, limited partnerships subject to a statute corresponding to 
the Uniform Limited Partnership Act, generally do not have centralized man- 
agement, but centralized management ordinarily does exist in such a limited 
partnership if substantially all the interests in the partnership are owned by 
the limited partners. 


A ease in which ‘‘substantially all the interests in the partnership 
are owned by the limited partners’’ would be one in which the limited 
partnership was used as a vehicle for the syndication of investments 
in real estate or other property, and the interests of the general part- 
ners were nominal in relation to the total interests of all partners. 

As to the corporate characteristic of limited liability, the general 
rule stated in the Regulations applicable to limited partnerships 
governed by the Uniform Limited Partnership Act is that the per- 
sonal liability of the general partners for the debts of the partner- 
ship negates the existence of this characteristic even though the lim- 
ited partners do not have such personal liability.*° This may not be 
the case, however, if the only general partner is a corporation which 
has no substantial assets other than its interest in the partnership.** 
In cases where the general partners have no substantial assets other 
than their interest in the partnership and are mere ‘‘dummies”’ act- 
ing as agents of the limited partners, the Regulations do not consider 
the general partners as having personal liability for partnership 
debts.*? Although this might render the limited partners, as prin- 
cipals, personally liable for the partnership debts and so negate the 
existence of limited liability, it is not likely that such a position 
would be asserted by the limited partners. 

The corporate characteristic of free transferability of interests 
does not exist unless each member or ‘‘those members owning sub- 
stantially all the interests in the organization have the power, with- 


44 Reg. Sec. 301.7701-2(c) (4) (1960). 
45 Reg. Sec. 301.7701-2(d) (1) (1960). 
46 Reg. Sec. 301.7701-2(d) (2) (1960). 
at Ibid. 
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out the consent of other members, to substitute for themselves’’ as a 
member a person who is a non-member, giving him not only the right 
to share in profits, but all other rights of membership.** Since in the 
normal limited partnership the interests of general partners are not 
so transferable, the characteristic of transferability is absent, even 
though the interests of the limited partners are transferable, unless 
the interests of the limited partners represent ‘‘substantially all’’ 
the interests in the organization. Where transferability of members’ 
interests is limited by a right of first refusal in the other members, 
the corporate characteristic of free transferability is considered to 
exist ‘‘in modified form’’ and will be given less weight than if it were 
present in unmodified form.*® 

Under these Regulations corporate classification of a limited part- 
nership formed to engage in business activities may be avoided by 
negating the existence of at least two of the four characteristics dis- 
cussed above. If the interests of the general partners in relation 
to the interests of the limited partners are so small as to justify 
the conclusion that substantially all the interests are owned by 
limited partners, and if the interests of the limited partners are 
made transferable, the two corporate characteristics of centralized 
management and transferability would exist. However, this is not 
fatal to partnership classification, for if the general partners are 
persons of substance, the corporate characteristics of limited lia- 
bility and continuity of life may be negated despite the relatively 
small interests of the generai partners. Apparently, neither the size 
of the partnership nor the number of limited partners is in itself a 
bar to partnership classification. 


ConcLusION 


The new Regulations on associations have set down guide lines 
much more clearly and in more detail than the old Regulations. They 
are not retroactive, being applicable only to taxable years beginning 
after December 31, 1960. Articles of agreement with respect to or- 
ganizations in existence on November 17, 1960 may be amended with- 
out prejudice before October 1, 1961 to retain their prior classifica- 
tion.©° Those organizations which were close to the dividing line 
between corporate and non-corporate classification under the old 
Regulations should review their position under the new Regulations 
so that any changes in their basic agreements necessary to retain 
their prior classification can be made before October 1, 1961. 


48 Reg. See. 301.7701-2(e) (1) (1960). 
49 Reg. See. 301.7701-2(e) (2) (1960). 
50 Reg. Sec. 301.7701-2(a) (4) (1960). 











Lesser Included Income Tax Offenses 
ROBERT M. SCHMIDT AND DICKINSON THATCHER 


‘ee principal criminal sanction for the deterrence of income tax 
evasion is currently embodied in section 7201 of the Internal Rev- 
enue Code of 1954, making it a felony for any person willfully to 
attempt in any manner to evade or defeat any tax or its payment. 
In the landmark case of Spies v. United States, the United States 
Supreme Court, speaking through Justice Jackson, characterized 
the predecessor of this provision, section 145(b) of the 1939 Code, as 
the ‘‘capstone of a system of sanctions which singly or in combina- 
tion were calculated to induce prompt and forthright fulfillment of 
every duty under the income tax law.’’ 

The Spies case interpreted the nature of the offense of willful 
attempted evasion in deciding whether Congress intended this fel- 
ony to include more than the same derelictions defined as misde- 
meanors in section 145(a) of the 1939 Code which prohibits certain 
willful failures to comply with the tax law.* A conviction cannot be 
upheld under section 145(a), said the Court, unless there is evidence 
of ‘‘ willful commission’’ in addition to ‘‘ willful omission’’ or pas- 
sive neglect of any of the statutory duties imposed by law. In signifi- 


Rosert M. Scumipt (B.B.A., M.B.A., and LL.B., University of Michigan; LL.M. and 
8.J.D., George Washington University; C.P.A., Washington, D.C.) is a member of the 
Michigan and District of Columbia Bars and is a partner in the law firm of Canfield and 
Schmidt, Detroit, Michigan. 

Dickinson THATCHER (B.S., University of California; LL.B., Stanford University) is 
a member of the California Bar and is an associate of the law firm of Clarke and Swink, 
North Hollywood, California. 

11.R.C. § 7201 (1954) provides: ‘‘Any person who willfully attempts in any manner 
to evade or defeat any tax imposed by this title or the payment thereof shall, in addition 
to other penalties provided by law, be guilty of a felony and, upon conviction thereof, 
shall be fined not more than $10,000, or imprisoned not more than 5 years, or both, together 
with the costs of prosecution.’ 

2317 U.S. 492, 497 (1943). 

8 1.B.C. § 145(a) (1939) provided: ‘‘ (a) Failure to File Returns, Submit Information, 
or Pay tax.—Any person required under this chapter to pay any tax, or required by law or 
regulations made under authority thereof to make a return, keep any records, or supply 
any information, for the purposes of the computation, assessment, or collection of tax 
imposed by this chapter, who willfully fails to pay such tax, make such return, keep such 
records, or supply such information, at the time or times required by law or regulation, 
shall, in addition to other penalties provided by law, be guilty of a misdemeanor and, upou 
conviction thereof be fined not more than $10,000, or imprisoned for not more than one 
year, or both, together with the costs of prosecution.’’ 
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cant but practically unnoticed language in the Spies opinion, the 
Supreme Court referred to ‘‘lesser offenses’? for revenue viola- 
tions : ¢ 

A felony may, an«! frequently does, include lesser offenses in combination 
either with each other or with other elements. We think it clear that this 
felony may include one or several of the other offenses against the revenue 
laws. 

This ‘‘lesser offense’’ language poses the question of the applica- 
bility of the rule of lesser included offenses in criminal prosecutions 
for willful attempted tax evasion. 

In judicial parlance, the basic principle of the lesser included cf- 
fense rule is that there must exist a gradation of offenses in which the 
greater offense contains the same elements plus some aggravating 
ingredient not found in the lesser included offense.° Under this rule, 
if the whole of the offense charged is not proved, but so much of it is 
proved as to constitute a substantive offense, the defendant may be 
acquitted of the offense charged and convicted of the offense proved 
provided it is a lesser included offense. To be necessarily included in 
the greater offense, the lesser offense must be such that it is impossi- 
ble to commit the greater without first having committed the lesser.® 
The gradation of offenses contained in the 1939 Code and at issue in 
the Spies case is contained in the 1954 Code with no material change 
in the offenses or their elements of proof. Whether, and to what ex- 
tent, the ruie of lesser included offenses is applicable in an income 
tax evasion prosecution involves a construction of the criminal stat- 
utes within the hierarchy of sanctions provided by Congress to pro- 
tect the revenues. 


Practica, SIGNIFICANCE OF THE PROBLEM 


Taxpayer-defendants who urge the application of the lesser in- 
cluded offense rule in prosecutions for tax evasion are motivated 


4 Spies v. United States, 317 U.S. 492, 497. In discussing the relationship between sub- 
divisions (a) and (b) of section 145 (1939), the Court said, ‘‘ Willful but passive neglect 
of the statutory duty may constitute the lesser offense, but to combine with it a willful and 
positive attempt to evade tax in any manner or to defeat it by any means lifts the offense to 
the degree of felony.’’ Id. at 499. Similarly, in discussing instructions to be given to the 
jury, the Court said, ‘‘ [A] defendsnt is entitled to a charge which will point out the neces- 
sity for such an inference of willful attempt to defext or evade the tax from some proof in 
the case other than that necessary to make out the misdemeanors.’’ Id. at 500. Likewise, in 
characterizing the evasion offense the Court said, ‘‘ We think that in employing the term- 
inology of attempt to embrace the gravest offenses against the revenues, Congress intended 
some willful commission in addition to the wil’ful omissions that make up the list of mis- 
demeanors.’’ Id. at 499. 

5 1 WHARTON, CRIMINAL LAw § 33 (12th ed. 1932). 

6 James v. United States, 238 F.2d 681 (9th Cir. 1956). 
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primarily by the varying severity of punishment Congress has pro- 
vided in the felony statute as contrasted with the punishment pro- 
vided in the various misdemeanor statutes defining revenue offenses. 
This difference is not simply measured by a larger fine; its principal 
measure is the substantial difference in the years of imprisonment 
provided by the statutes. 

Section 7201, defining the evasion offense in its present form, ap- 
peared as a felony provision for the first time as section 1017(b) of 
the Revenue Act of 1924." Previously, the crime of willful attempted 
tax evasion was only a misdemeanor. The appearance of this felony 
provision was an incident of a breakdown of a single section which 
had provided the same punishment for all income tax offenses. The 
new provisions, of which section 1017(b) was one, provided a care- 
ful gradation of the offenses and the punishment according to the 
seriousness of the .rime.* The felony punishment imposed by the 
Revenue Act of 1924 has been re-enacted in all subsequent revenue 
laws.® Section 7201 currently provides that after conviction of the 
offense, a person shall be fined not more than $10,000 or imprisoned 
not more than five years, or both, together with the costs of prosecu- 
tion. Since the tax obligation is a recurring annual obligation, an 
attempt to evade income taxes for one year is a separate offense 
from an attempt to evade the tax for a different year.’® For this rea- 
son an already serious penalty becomes more severe when the tax 
evasion conduct covers a span of years and several counts of evasion 
are charged in the same indictment. 

The sections of the Code defining misdemeanors provide relatively 
smaller penalties. Section 7203, which punishes various willful fail- 
ures to comply with the snecific statutory duties imposed by the rev- 
enue laws, provides that a person shall be fined not more than $10,000 
or imprisoned not more than one year, or both, together with the 
costs of prosecution." Section 7207, covering the willful delivery or 


7 Revenve Act of 1924, ch. 254, § 1017(b), 43 Stat. 344. 

8 See H. Rep. No. 844, 68th Cong., 1st Sess. 32, 1939-1 Cum. BuLu. (Part 2) 300. 

9 Revenue Act of 1926, ch. 27, § 1114(b), 44 Stat. 116; Revenue Act of 1928, ch. 852, 
§ 146(b), 45 Stat. 835; Revenue Act of 1932, ch. 209, § 145(b), 47 Stat. 217; Revenue 
Act of 1934, ch. 277, § 145(b), 48 Stat. 725; Revenue Act of 1936, ch. 690, § 145(b), 49 
Stat. 1703; Revenue Act of 1938, ch. 289, § 145(b), 52 Stat. 513; I.R.C. § 145(b) (1939). 

10 United States v. Sullivan, 98 F.2d 79 (2d Cir. 1938) ; United States v. Johnson, 123 
F.2d 111 (7th Cir. 1941), rev’d on other grounds, 319 U.S. 503 (1943) ; United States v. 
Stoehr, 100 F.Supp. 143 (M.D.Pa. 1951), aff’d, 196 F.2d 276 (3d Cir.), cert. denied, 344 
U.S. 826 (1952). 

11 I.R.C. § 7203 (1954) provides: ‘‘Any person required under this title to pay any 
estimated tax or tax, or required by this title or by regulations made under authority thereof 
to make a return (other than a return required under authority of section 6015 or section 
6016), keep any records, or supply any information, who willfully fails to pay any such 
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disclosure of any list, return, account, statement, or other document 
known to be fraudulent or to be false as to any material matter, pro- 
vides for a fine of not more than $1,000 or imprisonment for a term 
of not more than one year, or both.’* Other misdemeanor offenses 
provide corresponding penalties.** 

Within the limits of the applicable statute, the severity of the sen- 
tence is within the discretion of the sentencing judge. Ordinarily, a 
sentence will not be disturbed on appeal for being unusual, excessive, 
or cruel if there is no other error and if the evidence is sufficient to 
support a conviction.** Although the maximum prison sentence un- 
der the felony provision is seldom imposed, there is, nevertheless, a 
substantially larger potential period of incarceration and/or fine 
thereunder than in convictions for the violation of a misdemeanor 
statute. An ancillary consideration to the taxpayer-defendant is the 
greater social stigma attached to a felony conviction. Deportation or 
the loss of a professional license, for example, may be considerations 
of consequence, aside from the general public reaction to the felony 
conviction. 

The rule of lesser included offenses may be operative and of bene- 
fit to the defendant at various stages during a criminal prosecution. 
It may be asserted when the plea to the indictment is entered at the 
arraignment or when a plea of not guilty is changed to plea of guilty 
or nolo contendere.” Usually, the rule is asserted during the trial, 
where it may be raised during oral argument to a court sitting with- 
out a jury. During a jury trial it is generally asserted when the jury 
is instructed on the law of the case. Finally, the lesser included of- 
fense rule may arise in a subsequent prosecution in the double jeop- 
ardy context, when and if it is necessary to decide whether being put 


estimated tax or tax, make such return, keep such records, or supply such information, at 
the time or times required by law or regulations, shall, in addition to other penalties pro- 
vided by law, be guilty of a misdemeanor and, upon conviction thereof, shall be fined not 
more than $10,000, or ‘mprisoned not mure than 1 year, or both, together with the costs of 
prosecution. ’’ 

12 I.R.C. § 7207 (1954) provides: ‘‘ Any person who willfully delivers or discloses to the 
Secretary or his delegate any list, return, account, statement, or other document, known 
by him to be fraudulent or to be false as to any material matter, shall be fined not more 
than $1,000, or imprisoned not more than one year, or both.’’ 

18 #.g., I.R.C. § 7205 (1954). 

14 United States v. Sohnen, 280 F.2d 109 (2d Cir. 1960); Jolly v. United States, 229 
F.2d 180 (6th Cir.), cert. denied, 351 U.S. 963 (1956) ; Pollock v. United States, 202 F.2d 
281 (5th Cir.), cert. denied, 345 U.S. 993 (1953); Rose v. United States, 128 F.2d 622 
(10th Cir.) , cert. denied, 317 U.S. 651 (1942). 

15 The subsequent discussion of United States v. McCue, 160 F.Supp. 595 (D.Conn. 
1958), will reveal the only reported instance in a criminal tax case in which this procedure 
was allowed at the pleading stage. 
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to jeopardy on the lesser offense bars further prosecution on the 
greater offense. 

An instruction to the jury that they may find the defendant guilty 
of the lesser included offense if they do not find that he committed 
the greater offense, possesses a positive jury appeal in income tax 
cases as in criminal trials for other offenses. It is impossible to know 
the precise thinking of juries when confronted with the complicated 
and circumstantial evidence often utilized in criminal income tax 
prosecutions. Some of the reported criminal tax cases candidly re- 
veal that juries have returned compromise verdicts.’* In other in- 
stances juries have returned verdicts of guilty accompanied by rec- 
ommendations of clemency," leniency,’* or mercy.”® The jury finding 
in these cases illustrates a feeling of mitigation that might have been 
appropriately reflected in a conviction of a lesser offence if the jury 
had been instructed that it might bring in such a verdict. 


Historica Oricin or Lesser INcLUDED OrreNsE CoNCEPT 


The historical origin of the law of lesser included offenses derives 
from the jury’s function of settling issues of fact and rendering true 
verdicts thereon. In early common law, while jurors were fulfilling 
their obligation to make a ‘‘true deliverance’’ between the King and 
the defendant, it became their right to find the prisoner guilty of a 
lesser charge than that of which he was accused.” Prior to 1285, the 
general practice of the judges compelled jurors to render general 
verdicts on the crime charged. This posed a problem for iwvrors if the 
evidence was insufficient. They could find the defendant guilty any- 
way and thereby exonerate themselves. Or they could find the de- 
fendant not guilty and thereby expose themselves to punishment.”* 
This problem was partially alleviated by the statute of Westminster 
the Second which provided that judges should not compel jurors to 
bring in general verdicts, and permitted jurors to bring in special 
verdicts.” Special verdicts came to be used by juries to find defend- 
ants guilty of lesser included offenses.” 


16 United States v. Allen, 44 A.F.T.R. 894 (S.D.Cal. 1950). 

17 United States v. Kuntz, 259 F.2d 871 (2d Cir. 1958); White v. United States, 216 
F.2d 1 (5th Cir. 1954). 

18 Armstrong v. United States, 228 F.2d 764 (8th Cir.), cert. denied, 351 U.S. 918 (1956). 

19 Beaty v. United States, 213 F.2d 712 (4th Cir. 1954), vacated and remanded, 348 
U.S. 905, aff’d, 220 F.2d 681 (4th Cir.), cert. denied, 349 U.S. 946 (1955). 

20 3 HoLpSworTH, History ofr ENGLISH LAw 613 (1927). 

21 1 HotpswortTH, History or ENGLISH Law 325, 340 (1931). 

2213 Epw. I, ¢.30; 1 SrarurEes aT LARGE OF ENGLAND 205-206 (Pickering ed. 1762). 

23 In Salisbury’s Case, Plowden 100, 101, 75 Eng. Rep. 158, 160 (1816), a jury in Wales 
returned a special verdict that one defendant killed the victim without malice aforethought 








=o. 


468 TAX LAW REVIEW [Vol. 16: 


Cleavage between the degrees of offenses was accentuated as the 
law sought to overcome the inequities of the benefit of clergy.** Stat- 
utes ousted the more serious offenses from clergy, leaving the lesser 
offenses subject to the rule. Finally, the universal classification of 
lesser offenses evolved and benefit of clergy was abolished.” By thus 
having the statutory framework classifying crimes into varying de- 
grees, juries were in a better position to find defendants guilty of 
lesser included offenses. 


Rute 31(c) oF tHe Feperat Ruues or CrimrnaL PROCEDURE 


The rule of lesser included offenses is currently incorporated in 
Rule 31(c) of the Federal Rules of Criminal Procedure, in effect 
since 1945. This rule provides that a ‘‘defendant may be found guilty 
of an offense necessarily included in the offense charged or of an 
attempt to commit either the offense charged or an offense neces- 
sarily included therein if the attempt is an offense.’’ The notes of 
the Advisory Committee on Rules state that this rule is a restate- 
ment of pre-existing law.”® The United States Supreme Court had 
previously sanctioned the rule of lesser included offenses at least as 
early as 1857, when the rule was applied as a matter of common law.*" 
Previous legislative sanction of the rule in this country dates back to 
1872.78 A defendant may, therefore, be found guilty of a lesser in- 
cluded offense, and, subject to the limitations hereinafter discussed, 
he is entitled to an instruction to this effect as a matter of right 
whether or not the Government agrees to it.”® 

The application of the rule of lesser included offenses is governed 


and returned a general verdict which acquitted him of murder and found him guilty of 
manslaughter. Instead of referring to manslaughter as a necessarily included offense, the 
Judges said that the killing was ‘‘the substance of the matter.’’ Instead of referring to 
malice aforethought as the element which makes the killing the greater offense of murder, 
the Court said the malice prepense was but a matter of form or the circumstance of the 
killing which makes the fact more odious. This case gives judicial recognition to the jury’s 
important distinction of the lesser included crime from the greater crime for lack of one 
element of proof. The Salisbury case was subsequently cited as authority in Mackalley’s 
Case, 9 Co. Rep. 61b; 77 Eng. Rep. 824 (1611), and thus a lesser included offense came to 
be viewed as the substance of the crime charged without proof of aggravating elements 
which were described as the manner of it. 

241 PoLLocK AND MAITLAND, History or ENGLISH LAw 104, 422-440 (1895). 

25 3 HoLpswortH, op. cit. supra note 20, at 293-302. Blackstone recognized this gradual 
change in saying that what was at first an unreasonable exemption of particular popish 
ecclesiastics became a merciful mitigation of the general law with respect to capital punish- 
ment. 4 BLACKSTONE, COMMENTARIES 372 (Lewis ed. 1900). 

26 Fep. R. Crim. P. 31(c). 

27 Dynes v. Hoover, 61 U.S. [20 How.] 65, 79-80 (1857). 

28 Act of June 1, 1872, ch. 255, § 9, 17 Stat. 198. 

29 United States v. Carr, 25 Fed. Cas. 306, No. 14732 (5th Cir. 1872). 
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by several operational rules that have become recognized as general 
principles. Notwithstanding the existence of the lesser offense rule, 
a general verdict of guilty to an indictment containing but one 
charge is always construed as referring to the single offense speci- 
fied in the indictment.*® While the jury has the power to find the de- 
fendant guilty of some lesser crime necessarily included in the one 
charged, the law will support the verdict with every fair intendment 
and, by judicial construction, will supply the words ‘‘as charged in 
the indictment.’’ Conversely, a general verdict of not guilty always 
constitutes an acquittal of both the offense charged and any lesser 
included offenses.*! The principles of double jeopardy will prevent 
a further prosecution on a felony indictment if a defendant is con- 
victed of a misdemeanor offense that is a lesser offense included in a 
felony charged in an indictment.* Finally, the verdict must be by 
the finder of fact to whom the question of guilt is submitted. If the 
jury finds a defendant guilty of one offense, it is not within the power 
of the court setting aside a verdict, thereafter to find the defendant 
guilty of a lesser offense.** 

The broad potential application of the lesser included offense rule 
is subject to certain frequently encountered, judicially-defined limi- 
tations. One long-established limitation is that an instruction on the 
lesser offense should not be given unless there is evidence supporting 
the lesser offense.** Under this principle, a lesser included offense in- 
struction drafted in terms of section 7203 of the 1954 Code for failing 
to pay a tax was denied in Dillon v. United States,® on the theory that 
the taxpayer had in fact paid the taxes declared on his return. By 
analogy, an instruction based upon the failure to file a return in vio- 
lation of section 7203 of the 1954 Code would not be appropriate if 
an indictment charges the filing of a false return and the evidence 
adduced includes a return actually filed by the taxpayer. 

The rule that every lesser offense is included in the one charged in 
the indictment applies and has reference only to every actionable 
offense and not to offenses which upon the face of the proceedings 


80 St. Clair v. United States, 154 U.S. 134 (1894). 

31 United States v. Ball, 163 U.S. 662 (1896). 

82 Grafton v. United States, 206 U.S. 333 (1907). 

33 United States v. Martini, 42 F.Supp. 502 (S.D. Ala. 1941). 

34 Stevenson v. United States, 162 U.S. 313 (1896) ; Burcham v. United States, 163 F.2d 
761 (D.C. Cir. 1947) ; MacIllrath v. United States, 188 F.2d 1009 (D.C. Cir. 1951). Indeed, 
where the evidence tends to prove the crime charged, it has even been proper to instruct the 
jury that there can be no conviction of an offense included in or less than the one charged. 
Sparf v. United States, 156 U.S. 51 (1895). 

35218 F.2d 97 (8th Cir.), cert. granted, 349 U.S. 914, cert. dismissed, 350 U.S. 906 
(1955). This decision was followed by the same Court in Janko v. United States, 281 F.2d 
156 (8th Cir. 1960). 
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are barred by the statute of limitations. When an accused is on trial 
for a felony that is not barred by the statute of limitations, he may 
not, therefore, be convicted of a lesser included offense if the latter 
offense is barred.** Under this principle, an instruction involving the 
lesser offense of willfully failing to supply information required by 
law was held properly denied for the statute-barred years in an eva- 
sion prosecution, whereas the defendant was convicted of this of- 
fense as a lesser included offense for years not barred by the statute 
of limitations.** 

A recently determined limitation is encountered in the rare in- 
stances in which two criminal statutes overlap so that the facts nec- 
essary to prove a felony are identical with those required to prove a 
misdemeanor. The Supreme Court in Berra v. United States * held 
that where the factual issues to be submitted to the jury were the 
same under both a felony statute and a misdemeanor statute, the 
resolution of such factual issues exhausts the function of the jury, 
and other questions resulting from overlapping of the statutes are 
questions of law for tie court. Since it was not for the jury to decide 
which section should be applied, it was not error for the trial judge 
to refuse a requested instruction under Rule 31(c) that a jury is to 
determine whether the defendant committed the greater or lesser 
offense when the indictment referred only to the felony statute. 

It is implicit in the lesser included offense concept that the lesser 
included offense must constitute a crime. Whereas this is an obvious 
principle in legal theory, its practical application is rendered diffi- 
cult where there is a doubt as to the full legal import of a particular 
statute. It was, for example, only after considerable difficulty that 
the Court of Appeals for the Eighth Circuit upheld a trial court’s 
refusal to give a lesser included offense instruction that would have 
allowed the jury to consider a conviction under section 3616(a) of 
the 1939 Code because it concluded that the section was not appli- 
cable to income tax returns. 

Finally, in a case involving the alleged commission of a felony, a 
trial court may properly refuse to give a lesser included offense in- 
struction if the misdemeanor offense is not necessarily included in 
the offense with which the defendant has been charged. This limita- 


36 Benes v. United States, 276 F.2d 99 (D.C. Cir. 1960). 

87 Chaifetz v. United States, — F.2d —, 6 A.F.T.R.2d 5858 (D.C. Cir. 1960), rev’d on 
other grounds, — U.8.—, 7 A.F.T.R.2d 1244 (1961). But contrast, United States v. McCue, 
supra note 15, where the statute of limitations had run on the misdemeanor offense to which 
the court accepted a plea of nolo contendere. 

88 351 U.S. 131 (1956). 

89 Dillon v. United States, note 35 supra. 

40 Lee v. United States, 238 F.2d 341 (9th Cir. 1956). 
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tion requires a determination of the essential nature and the ele- 
ments of proof of each crime involved. 


Context oF Lesser INcLUDED OFFENSE CONTENTIONS IN 
Tax PROSECUTIONS 


An evaluation of the merit of contentions by taxpayer-defendants 
urging the lesser included offense rule is aided by an understanding 
of the context in which these contentions are typically raised. This 
entails a brief description of the elements of proof and the nature of 
the charges commonly alleged in prosecutions for willful attempted 
tax evasion. 

Prior to the Spies decision in 1943, there were no significant judi- 
cial limitations restricting the use of the evasion statute. The consti- 
tutionality of the statute had been upheld against the assertion that 
it failed to define a standard of guilt.*t Moreover, convictions under 
this statute were upheld where the means of evasion charged was the 
willful failure to file a tax return or pay the tax.*? Then, in addition 
to formulating the basic rules which were to govern future prosecu- 
tions, the Spies decision reversed the thinking of the past concerning 
the application of the statute. 

In the Spies case the defendant had been convicted of attempting 
to defeat and evade income taxes in violation of section 145(b) by 
failing to make a return and pay a tax when he had sufficient income 
to place him under a statutory duty to file a return. The Supreme 
Court reversed the conviction, holding that the more serious felony 
charge of willful attempted tax evasion requires proof of some af- 
firmative action in contrast to the passive neglect of the statutory 
duties made a crime by the misdemeanor provision.“ It is this affirm- 
ative action implied from the word ‘‘attempt’’ in the felony statute 
that serves as the vital difference between felonys for ‘‘attempts’’ 
and misdemeanors for non-compliance with statutory duties. The 
Court did hold, however, that a jury could find that other factors, 
together with a willful failure to perform statutory duties, could 


41 United States v. Skidmore, 123 F.2d 604 (7th Cir. 1941), cert. denied, 315 U.S. 800 
(1942). 

42 O’Brien v. United States, 51 F.2d 193 (7th Cir.), cert. denied, 284 U.S. 673 (1931) ; 
United States v. Miro, 60 F.2d 58 (2d Cir. 1932). 

43 This requisite affirmative action was defined ‘‘by way of illustration, and not by way 
of limitation’? as ‘‘ affirmative willful attempt may be inferred from conduct such as keep- 
ing a double set of books, making false entries or alterations, or false invoices or documents, 
destruction of books or records, concealment of assets or covering up sources of income, 
handling of one’s affairs to avoid making the records usual in transactions of the kind, and 
any conduct, the likely effect of which would be to mislead or to conceal.’’ Spies v. United 
States, supra note 2, at 499. 
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support an inference of a willful attempt to evade or defeat a tax. A 
defendant is, nevertheless, always entitled to an instruction pointing 
out the necessity for such an inference beyond what was necessary 
to make out the misdemeanors. 

In prosecuting a violation of section 7201 under the present re- 
quirements, the Government must prove beyond a reasonable doubt 
three elements: (1) that a tax was due from the defendant to the 
Government for each of the years charged; (2) that the defendant 
attempted to evade or defeat either the tax imposed or the payment 
of that tax; and (3) that the defendant’s attempt to evade or defeat 
either the tax or the payment thereof was willful. 

The manner of attempted tax evasion alleged in indictments 
charging a violation of section 7201 varies considerably. Affirmative 
acts of alleged tax evasion have included such pre-filing acts as sign- 
ing and tendering a false return,** preparing and mailing a false re- 
turn,** maintaining false books and records and concealing assets 
and covering up sources of income,* and other affirmative acts, such 
as keeping a double set of books or conecaling income, together with 
the failure to file any tax return.** Post-filing acts have also been 
alleged as instances of attempted tax evasion. Examples include the 
filing of a false and fraudulent amended return ** and the making of 
false statements to Government representatives.” 

Since approximately 1945 the Department of Justice has made ex- 
tensive use of form indictments in evasion cases. In the overwhelm- 
ing majority of cases the manner of attempted evasion alleged in 
the indictment is the filing of a false and fraudulent return, under- 
stating the amount of tax due. No other acts of concealment or eva- 
sion are typically mentioned in the indictment. The Supreme Court 
and various lower federal courts have held that the positive act of 
willfully filing a false return in an attempt to defeat a tax is an 
affirmative act within the meaning of the Spies case and supports 
the felony charge.*' The pragmatic implication is that the request 


44 Elwert v. United States, 231 F.2d 928 (9th Cir. 1956). 

45 United States v. Hoover, 233 F.2d 870 (3d Cir. 1956). 

46 United States v. Albanese, 117 F.Supp. 736 (S.D.N.Y. 1954), aff’d, 224 F.2d 879 (2d 
Cir.), cert. denied, 350 U.S. 845 (1955). 

47 Beaty v. United States, supra note 19. 

48 United States v. Kafes, 214 F.2d 887 (3d Cir.), cert. denied, 348 U.S. 887 (1954) ; 
Elwert v. United States, 231 F.2d 928 (9th Cir. 1956) ; United States v. Ehrlich, 104 F. 
Supp. 223 (E.D.Pa. 1952). 

49 Norwitt v. United States, 195 F.2d 127 (9th Cir.), cert. denied, 344 U.S. 817 (1952) ; 
Levy v. United States, 271 Fed. 942 (3d Cir. 1921). 

50 United States v. Beacon Brass Co., 344 U.S. 43 (1952). 

51 In Achilli v. United States, 353 U.S. 373 (1957), the Supreme Court said, ‘‘ We cannot 
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for a lesser included offense is usually raised in the context of a trial 
under an indictment charging the filing of a false and fraudulent 
return and that the evide.._.e adduced includes the filing of a tax re- 
turn. Thus, to invoke the lesser included offense rule, the emphasis 
must be placed on the application of misdemeanor offenses, involv- 
ing elements of proof consistent with the filing of a return and in- 
volving proof that is less extensive than that required for the eva- 
sion offense. Such misdemeanor offenses appear in sections 7203 and 
7207 of the 1954 Code. 


Section 7203 Orrenses As Lesser IncLupED OrrEeNnsEs 


Section 7203 of the 1954 Code, the statutory successor to section 
145(a) of the 1939 Code, establishes as a misdemeanor the offense of 
willful failure to comply with the specific statutory duties imposed 
by the revenue laws.” The non-action so punishable includes: (1) the 
willful failure to pay the estimated tax or tax; (2) the willful failure 
to make a return; (3) the willful failure to keep records; and (4) 
the willful failure to supply information. Each of these willful fail- 
ures, without more, is different and of less magnitude than the will- 
ful attempt to defeat or evade, which is the key concept embodied in 
section 7201. The applicability of the lesser offense rule is as follows. 

To sustain a misdemeanor conviction of willfully failing to pay a 
tax, the Government must establish two elements of proof: (1) that 
the defendant is required by law to pay a tax; and (2) that he will- 
fully failed to pay such tax.** Lesser included offense instructions 
drafted in terms of failing to pay a tax have been requested in will- 
ful evasion cases on the theory that a jury may find that a person 
who has understated his tax on a tax return may be found also to 
have failed willfully to pay a tax. The courts have shown a reluctance 
to give this instruction. The Court of Appeals for the Ninth Cireuit 
in Lee v. United States,** for example, rejected the contention that 
the willful failure to pay a tax constituted a lesser included offense 
in a willful attempted evasion prosecution. Since an additional tax 
due and owing is one of the elements of the evasion offense, it would 


hold that the classic method of evading the income tax, the filing of a false return, did not 
constitute an attempt ‘in any manner to defeat or evade’ that tax.’’ This holding is in 
accord with prior holdings of various Courts of Appeals. Z.g., Cave v. United States, 159 
F.2d 464 (8th Cir.), cert. denied, 331 U.S. 847 (1947). 

52 See note 12 supra. 

53 United States v. Palermo, 259 F.2d 872 (3d Cir. 1958). 

54 238 F.2d 341, 346 (9th Cir. 1956). Without any further explanation, the Court merely 
stated that ‘‘obviously the ‘lesser offense’ mentioned in the requested instruction was 
not necessarily included in the offense with which appellant was charged.’’ 
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appear that the misdemeanor offense of failing to pay a correct tax 
must be violated in order to violate such a charge under section 
7201. 

To sustain a misdemeanor conviction for the willful failure to file 
a tax return, it is necessary that the Government establish three ele- 
ments of proof: (1) that the defendant was a person required by law 
to make a return for the year in question; (2) that he failed to file a 
return for that year at the time required by law; and (3) that the 
failure to file the return was willful.**® Whereas the vast majority of 
tax evasion indictments allege the filing of a false and fraudulent 
return, a conviction of willful attempted tax evasion is possible even 
though no tax return has been filed. The elements of proof of the 
evasion offense are met if there is proof of other affirmative acts 
constituting conduct motivated by tax evasion. These affirmative 
acts must be alleged in the indictment and proved in the trial, for the 
mere allegation that the failure to file a return is the manner of at- 
tempted evasion is insufficient.” In such prosecutions the misde- 
meanor statute may be violated in committing the evasion offense, 
and hence a lesser included offense instruction should be appropri- 
ate. 

To sustain a misdemeanor conviction of willfully failing to keep 
records, the Government must establish two elements: (1) that the 
defendant was under a duty to maintain books and records; and (2) 
that he willfully failed to maintain books and records. Evidence of 
the willful failure to keep books and records is frequently introduced 
by the Government in evasion prosecutions as indicative of the spe- 
cific fraudulent intent to deprive the Government of a tax known to 
be due and owing. Such evidence would appear to constitute a viola- 
tion of this misdemeanor statute and provide the basis for an appli- 
cation of the lesser offense rule. 

To sustain a misdemeanor conviction of willfully failing to supply 
information, the Government must establish two elements of proof: 


55 What element of proof when added to willful failure to pay tax lifts the crime to a 
willful attempt to evade or defeat the tax? If there is satisfactory evidence of eny acts 
which tend to falsify or conceal the amount of tax due, such evidence would be sufficient. 
The tax is normally determined by self-assessment through the means of properly showing 
all income and deduction items on the return. Such determination of tax is without reference 
to the credits against the tax. Thus, a taxpayer who in the final return correctly stated all 
income and expense items, but willfully overstated the payments and credits on declaration 
of estimated tax with an intent thereby to defer payment of tax until pressed, was not 
charged with tax evasion but was charged and convicted of willful failure to pay tax. United 
States v. Seymour (D.Mass. April 11, 1955) (unreported). 

56 United States v. McCormick, 67 F.2d 867 (2d Cir. 1933). 

57 Clay v. United States, 218 F.2d 483 (5th Cir. 1955). 

58 United States v. Kafes, supra note 48. 














1961] LESSER INCLUDED INCOME TAX OFFENSES 475 


(1) that the defendant was under a duty to supply information; and 
(2) a willful failure to supply that information. The case of Kobey 
v. United States,® decided in 1953, represents the first reported case 
recognizing the offense of willfully failing to supply information as 
a lesser included offense in an evasion case. Although lacking any 
discussion of the point, this case was a prosecution involving ten 
counts of willful attempted tax evasion, in which the taxpayers were 
found guilty of the lesser offense of willfully failing to supply in- 
formation for the computation, assessment, and collection of the tax 
as a lesser offense embraced in the offenses charged in the indict- 
ment. This case constituted a preview of future decisions in which 
taxpayers were to enjoy their greatest success in the application of 
the lesser offense rule. 

The case of United States v. McCue," decided in 1958, sets forth 
the most extensive opinion to date recognizing the willful failure to 
supply information as a lesser offense in an evasion prosecution. In 
this case a stock form indictment was returned, charging the defend- 
ant with willful attempted evasion of taxes by filing false and fraudu- 
lent joint income tax returns. The defendant, with the consent of the 
United States Attorney, was allowed to plead nolo contendere to the 
misdemeanor charge of willfully failing to supply correct informa- 
tion for the purpose of computation, assessment, or collection of his 
income tax. Sentence was then imposed on the misdemeanor charge. 
At a later date the Government filed a motion in the District Court 
to vacate the judgment of conviction on the ground that the Court 
was without jurisdiction to render a judgment of conviction on the 
misdemeanor violation. The principal Government contention was 
that this misdemeanor was not necessarily a lesser included offense 
of the felony of attempted evasion. The District Court believed that 
the failure to supply correct information under the misdemeanor 
section is necessarily violated when the attempt to evade by filing a 
false return under the felony provision is violated. Therefore, the 
Government’s motion to vacate was denied. 

While a defendant will be entitled to a lesser offense instruction 
as a matter of right if there is evidence supporting the offense, both 


59 United States v. Murdock, 290 U.S. 389 (1933). 

60 208 F.2d 583 (9th Cir. 1953). 

61 160 F.Supp. 595 (D.Conn. 1958). A sequel to this case, however, is contained in United 
States v. McCue, 178 F.Supp. 426 (D.Conn. 1959), where false statements by the taxpayer 
which were contained in a question and answer statement that was part of the tax evasion 
file were the subject of a later indictment under 18 U.S.C. § 1001 (1958). The District Court 
denied a motion to dismiss the indictment on the ground that an offer in compromise had 
been effected or, alternatively, that principles of estoppel barred the Government from 
obtaining the indictment. 
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parties in the McCue case agreed that in the absence of the Govern- 
ment’s consent, a defendant will not be allowed to plead to the lesser 
offense.* The Government, through the efforts of the Criminal Tax 
Section of the Department of Justice, thereby still maintains effec- 
tive control over the decision whether such a plea shall be accepted. 
The Department of Justice currently maintains a policy which op- 
poses the acceptance of a misdemeanor plea to felony indictments. 
In view of this policy, which is strictly enforced, the potential appli- 
cation of the lesser included offense rule must presently have its 
greatest import in the area of requested jury instructions. This use 
has been demonstrated in at least one subsequent case where, after 
a jury trial on charges of willfully attempting to evade his income 
taxes, the defendant, under appropriate lesser included offense in- 
structions, was convicted of the lesser offense of willfully failing to 
supply correct information for the purpose of computation, assess- 
ment, or collection of his income tax.® 

Any attempt to reconcile the sporadic decisions on the section 
7203 offenses as lesser included offenses under section 7201 indicates 
that several details still require judicial embellishment. It is difficult 
to rationalize the approach of the McCue case, recognizing the willful 
failure to supply information as a lesser included offense, with the 
Lee case, refusing to recognize the willful failure to pay a tax as a 
lesser included offense. If the supplying of partially untrue or in- 
sufficient information on a tax return constitutes a willful failure to 
supply information, parity of reasoning dictates that the payment 
of only part of the tax obligation could constitute a willful failure to 
pay taxes. 


Section 7207 as a Lesser INCLUDED OFFENSE 


Taxpayers have urged that the offense defined in section 7207 of 
the 1954 Code is an offense necessarily included in section 7201 when 
the alleged manner of willful attempted tax evasion is the filing of a 
false return or document. Section 7207 makes it a criminal offense 
for any person willfully to deliver or disclose to the Government 
any list, return, account, statement, or other document known by 
him to be fraudulent or to be false as to any material matter. 


62 See, however, United States v. Linnier, 125 Fed. 83 (D.Neb. 1903), where it was held 
that a defendant had a right to have a plea to a lesser included offense accepted by the 
court. 

68 United States v. Chaifetz, 181 F.Supp. 57 (D.C. 1960), aff’d, — F.2d —, 6 A.F.T.R.2d 
5858 (D.C. Cir. 1960), rev’d on other grounds, — U.S. —-, 7 A.F.T.R.2d 1244 (1961). 

64 See note 12 supra. In 1960, Chairman Mills of the House Ways and Means Committee 
introduced H.R. 9625, entitled Technical Amendments Act of 1960, which would have re- 
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Since Section 7207 was derived from section 3616(a) of the 1939 
Code, which the Supreme Court, in Achilli v. United States,® ruled 
inapplicable to evasion of the income tax, there is presently an unre- 
solved legal question whether section 7207 applies to income tax re- 
turns or is limited to the evasion of cther types of taxes as held in 
Achilli. If section 7207 does apply to income tax, it follows by impli- 
cation from both the majority and dissenting opinions in the Su- 
preme Court case of Berra v. United States, that a defendant is 
entitled to a lesser included offense instruction. The resolution of 
this legal question will depend upon an interpretation of the Achilli 
and Berra decisions and the Congressional intent when enacting sec- 
tion 7207 into the 1954 Code. 

The significance of the Achilli and Berra decisions can best be ap- 
preciated in terms of the history of the Government’s application of 
section 3616(a) of fhe 1939 Code. Over a period of years the Govern- 
ment frequently used section 3616(a) in the prosecution of income 
tax cases in which the evidence of willful evasion, while technically 
adequate to warrant the institution of felony proceedings, entailed 
an offense of such minor importance as to justify the choice of a mis- 
demeanor charge instead of a felony. The dissenting opinion by Jus- 
tice Douglas in the Achilli case records the fact that the Government 
prosecuted 175 cases of alleged income tax evasion under section 
3616(a) during the period between October, 1952 and March of 
1957.** This practice was predominant in cases involving individual 
taxpayers who claimed false dependents on their returns. In such 
instances the Government believed that, considering the lesser de- 
gree of gravity of the offense, it was appropriate and more com- 
mensurate with the offense to prosecute the defendant only for a 
misdemeanor. 

Prior to the decision in Dillon ® in 1955 by the Court of Appeals 
for the Eighth Circuit, there were no judicial holdings or intimations 
that section 3616(a) was not applicable to income tax offenses. Even 
as late as April of 1956, when the Supreme Court decided the Berra 


pealed section 7207 (1954). Even if a comparable bill is enacted into law, the potential use 
of section 7207 as a lesser included offense will still be applicable in cases involving prose- 
cution years 1954 to the year in which this provision is ultimately repealed. 

65 353 U.S. 373 (1957). I.R.C. § 3616(a) (1939) provides: ‘‘ Whenever any person—.. . 
Delivers or discloses to the collector or deputy any false or fraudulent list, return, account, 
or statement, with intent to defeat or evade the valuation, enumeration, or assessment in- 
tended to be made... he shall be fined not exceeding $1,000, or be imprisoned not exceed- 
ing one year, or both, at the discretion of the court, with costs of prosecution.’’ 

66 351 U.S. 131 (1956). 

67 Achilli v. United States, supra note 51, at 380. 

68 Dillon v. United States, supra note 35. 
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case, the parties agreed, and the Court assumed arguendo, that sec- 
tion 3616(a) applied to income taxes. On the basis of this assump- 
tion, the Berra decision recognized that the facts necessary to prove 
the felony of a willful attempt to evade taxes by filing a false return 
under section 145(b) were identical to those required to prove the 
delivery of a false return with intent to evade taxes under section 
3616(a). Since the two sections covered precisely the same ground 
it was, therefore, held that it was not for the jury to decide which 
section was to be applied and that a lesser offense instruction was 
not warranted under the circumstances. 

The dissenting opinion in the Berra ® case, questioning the pro- 
priety of the imposition of the sentence, ultimately precipitated the 
decision in the Achilli case. The question in Achilli was whether a 
person indicted and convicted of evading income taxes by filing a 
false and fraudulent return, in violation of section 145(b) of the 
1939 Code, could receive a sentence which was in excess of that per- 
mitted by section 3616(a) of the 1939 Code. The assumption upon 
which the issue was framed was that section 3616(a) applied to 
income tax returns. 

The question of the purported overlap of sections 145(b) and 
3616(a) of the 1939 Code was never reached by the Supreme Court 
in the Achilli case because the Court concluded that section 3616 (a) 
was inapplicable to income tax returns. This decision was reached 
only after an extensive review of the legislative history of section 
3616(a) which had its origin in excise tax statutes, in effect long 
prior to any federal income tax law.”* The Court concluded that 
while this statute had applied to income taxes at one time, it no 
longer did because the passage of other statutes since the adoption 
of the Sixteenth Amendment had the potency of implied repeals. 

Since section 7207 purports to be derived from section 3616(a), 
the Department of Justice has refrained from employing section 
7207 in income tax prosecutions. This administrative interpretation 
of section 7207 must be judged in the light of the manifestations of 
legislative intent as evidenced by the language in the committee 
reports, by several important changes in statutory phraseology, and 
by a change in the position of the statute in the Internal Revenue 
Code. 

Of course, it is possible to conclude merely from a reading of sec- 


69 In the dissenting opinion Justice Black, with whom Justice Douglas joined, stated: 
‘*Regardless of whether it was error to refuse the requested instruction, the record raises 
a serious question as to whether the four-year sentence on each count was lawfully im- 
posed.’’ Berra v. United States, supra note 38, at 137. 

70 1 Stat. 580, 586 (1798). 
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tion 7207, that it applies to income tax returns as well as to all other 
federal tax returns. The language of this provision is general and 
unqualified and appears to embrace every type of federal tax return 
without exception. Nevertheless, due to the doubts engendered by 
the Achilli holding, it is necessary to resort to other factors shedding 
light upon the intent of Congress. 

The only Congressional language relevant to the purpose of sec- 
tion 7207 is found in the committee reports of both the House and 
Senate, stating that section 7207 represents ‘‘no material change 
from existing law.’’™* The Government has interpreted this lan- 
guage to mean that the taint of the Achilli decision, holding section 
3616(a) inapplicable to income tax returns, applies to section 7207 
because no material change from 1939 Code law was intended. This 
view does not accord with the historical facts, because the Achilli 
decision came after the enactment of section 7207. In fa t, the Gov- 
ernment was still actively prosecuting cases under secti. 1 3616(a) 
at the time the language in the committee reports was written. More- 
over, as of the time of the Berra decision more than two years after 
the effective date of the 1954 Code, it was assumed arguendo by the 
Supreme Court that section 3616(a) was applicable to income taxes. 
Under these circumstances, Congress must have been cognizant of 
the Government’s use of the statute in income tax prosecutions and 
intended that section 7207 should continue to apply to income tax 
returns. 

The location of section 7207 in the 1954 Code in contrast to the 
positioning of section 3616(a) in the 1939 Code bolsters the conclu- 
sion that section 7207 applies to income tax returns. Section 3616(a) 
appeared under the heading General Administrative Provisions in 
the 1939 Code among several statutes covering a multitude of sub- 
jects other than income taxes. Section 7207 appears in the 1954 Code 
in Part I of Subchapter A of Chapter 75, entitled Crimes, Other Of- 
fenses, and Forfeitures. It would appear from the legislative scheme 
of the 1954 Code that all of the penalty measures in Part I of Sub- 
chapter A of Chapter 75, incorporating section 7201 and other in- 
come tax crimes, including section 7207, were intended to apply to 
any and all taxing provisions unless otherwise specifically indicated. 

Section 7207 also differs materially in phraseology from its pre- 
cursor, section 3616(a). Section 7207 deleted from section 3616(a) 
the words ‘‘with intent to defeat or evade the valuation, enumera- 
tion, or assessment intended to be made.’’ With this elimination of 


11 H.R. Rep. No. 1337, 83d Cong., Ist Sess. A425 (1954); S.Rep. No. 1622, 83d Cong., 
1st Sess. 603 (1954). 
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‘‘an intent to defeat or evade’’ taxes, there is no longer any necessity 
to prove the existence of a tax deficiency as an element of the misde- 
meanor now contained in section 7207. This deletion also eliminated 
the necessity for proof of a specific tax evasion intent. Since this was 
the very language that gave rise to the overlapping between section 
3616(a) and section 145(b) in the Achilli case, it constitutes a fur- 
ther reason for an interpretation which would recognize the co-exist- 
ence of both statutes as applied to income taxes. 

References to section 7207 in other sections of the 1954 Code indi- 
cate that Congress contemplated that section 7207 would apply to 
income tax returns. Section 7207 is specifically mentioned in section 
6013(b)(5)(B) concerning joint income tax returns.” Since joint 
returns are so well known in the context of the income tax, the impli- 
cation is evident that Congress intended section 7207 to apply to 
income tax returns.” 

Finally, in cases arising under section 3616(a) one finds judicial 
recognition that section 7207 is distinguished from section 3616(a) 
because of the absence of features which had been previously con- 
sidered significant by courts in concluding that section 3616(a) was 
not applicable in income tax prosecutions. In demonstrating the in- 
applicability of section 3616(a), the Court in the Dillon case stated 
that section 7207 is entirely different from section 3616(a) and that 
false statements which were not a crime under section 3616(a) were 
made a misdemeanor by section 7207, requiring the statement to be 
willfully made and known to be fraudulent or false as to a material 
matter.” In the majority opinion of the Berra decision the Supreme 
Court ruled that section 145(b) and section 3616(a) covered pre- 
cisely the same ground, and then by footnote stated, ‘‘Compare 
§ 7207 of the Internal Revenue Code of 1954, under which the willful 
filing of a false return no longer requires the element of an ‘intent to 
defeat or evade’ taxes, as was so under the former Section 3616 
(a).’’ ® Despite this impressive judicial language, the Court of Ap- 
peals for the Eighth Circuit has held that section 7207 does not apply 
to income tax returns.”* This issue will doubtless soon reach other 
appellate courts for decision. 


72 T.R.C. § 6013(b) (5) (B) (1954) reads as follows: ‘‘ For purposes of section 7206(1) 
and (2) and section 7207 (relating to criminal penalties in the case of fraudulent returns) 
the term ‘return’ includes a separate return filed by a spouse with respect to a taxable year 
for which a joint return is made under this subsection after the filing of such separate 
return.’’ 

78 Nevertheless, a petition for rehearing in Janko v. United States, supra note 35, bring- 
ing this statute to the Court’s attention was denied. 

74 Dillon v. United States, supra note 35. 

75 Berra vy. United States, supra note 38 n. 5. 

76 Janko v. United States, supra note 35. 














1961] LESSER INCLUDED INCOME TAX OFFENSES 481 


When all of the foregoing factors are considered, the conclusion 
can be drawn that Congress has defined a crime in section 7207 ap- 
plicable to income tax returns. This crime no longer covers precisely 
the same ground as the evasion offense of section 7201, and it is nec- 
essarily violated in any prosecution in which the means of attempted 
evasion is the filing of a false return or document. 


CoNcCLUSION 


For valid reasons involving tax policy and law enforcements, 
courts have upheld the integrity of the willful attempted evasion 
statute against frontal and indirect attacks. The Achilli decision 
demonstrates perhaps better than any other opinion the effort a 
court will expend to preserve this statute in full strength. The tenu- 
ous and complicated tracing of the statutory history of section 3616 
(a) which served as the basis for the decision was termed an appli- 
cation of ‘‘mental gymnastics’’ by the two dissenting justices.” The 
reason for the decision can best be explained in terms of the strong 
policy considerations confronting the Supreme Court. 

If section 3616(a) were so applied in the Achilli case as to preclude 
the imposition of felony sanctions in an income tax evasion case 
where the filing of a false return was charged and proved, the result 
would have been a virtual invalidation of the willful attempted eva- 
sion statute. Moreover, during a period covering three decades, sec- 
tion 145(b) had been the basis for prosecution in literally thousands 
of criminal income tax evasion cases. A ruling by the Court that the 
sentences imposed in all these cases were illegal if they exceeded the 
limits permitted by section 3616(a) would have created legal and 
practical difficulties of an obviously grave nature. 

The strong policy reasons presented in the Achilli case in favor of 
upholding the evasion statute to the exclusion of another statute are 
not present in the consideration of the applicability of the lesser in- 
cluded offense rule. Achilli threatened every sentence in which the 
conviction had been secured under an indictment charging the at- 
tempted evasion of taxes by the filing of a false return. The conse- 
quence was that only a misdemeanor sentence could be imposed, even 
though the indictment was drafted under the felony offense and the 
jury found beyond a reasonable doubt that the evidence was suffi- 
cient to support the felony charge. Under the lesser included offense 
concept a defendant is only sentenced and punished under a misde- 
meanor statute if a jury finds that the evidence does not support a 
conviction of the felony charge but does support a conviction of a 
misdemeanor. 


77 Achilli vy. United States, supra note 51, at 381. 
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Since tax offenses are sui generis, there is no reason to treat tax 
crimes different from general criminal offenses in the administra- 
tion of the federal penal laws involving personal liberty. The lesser 
included offense rule has been applied in the federal courts in vari- 
ous other criminal prosecutions which have even included crimes of 
violence. Under an indictment charging murder in the first degree, 
defendants have been found guilty of such lesser offenses as murder 
in the second degree * or manslaughter * where the evidence war- 
ranted such a verdict. Under an indictment charging robbery, a de- 
fendant may properly be convicted of larceny.*° Under an indictment 
for a felonious entry and taking of goods from a storehouse, a de- 
fendant may be found guilty of simple larceny.*t Under an indict- 
ment for burglary, a defendant may properly be found guilty of only 
larceny.*? Where the evidence introduced on charges of felonious 
possession of narcotics was insufficient to show the offense charged, 
but was sufficient to show an attempt to commit the crime charged, 
the jury may find the defendant guilty of an attempt despite the fact 
that the attempt was not expressly charged.** Surely if there is no 
judicial reservation about applying the rule of lesser offenses in 
crimes which are malum in se, there should be no judicial reservation 
as a matter of policy against the application of the rule in tax crimes 
which are malum prohibitum. 

The recognition of the rule of lesser included offenses places no 
more discretion in the jury than occurs when any federal crime is 
submitted to the jury. It is an inherent feature of common law trial 
by jury, accorded to all defencants by the Federal Constitution, that 
it is within the jury’s power to find a defendant not guilty of a crime 
charged even if the evidence of guilt is overwhelming or conclusive.** 

The authorization of a conviction of an included offense under 
Rule 31(c) of the Federal Rules of Criminal Procedure was not in- 
tended to change the traditional function of the jury in deciding only 
issues of fact after taking the law as given by the court.® Certainly 


78 Goodall v. United States, 180 F.2d 397 (D.C. Cir.), cert. denied, 339 U.S. 987 (1950) ; 
Owens v. United States, 58 F.2d 684 (D.C. Cir. 1932). 

79 Wallace v. United States, 162 U.S. 466 (1896) ; United States v. Leonard, 2 Fed. 669 
(2d Cir. 1880); Irby v. United States, 246 F.2d 706 (D.C. Cir. 1957), cert. denied, 355 
U.S. 961 (1958). 

80 Lamore v. United States, 136 F.2d 766 (D.C. Cir. 1943). 

81 United States v. Read, 27 Fed. Cas. 716, No. 16126 (D.C. Cir. 1820). 

82 United States v. Dixon, 25 Fed. Cas. 872, No. 14968 (D.C. Cir. 1807). 

83 Simpson v. United States, 195 F.2d 721 (9th Cir. 1952). 

84 United States v. Fielding, 148 F.Supp. 46 (D.D.C.), rev’d on other grounds, 251 
F.2d 878 (D.C. Cir. 1957). 

85 Berra v. United States, supra note 38. 
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by enacting the lesser included offense rule, Congress iikewise did 
not intend to invest juries in criminal cases with the power arbi- 
trarily to disregard the evidence and the principles of law applicable 
to the case on trial. Nevertheless, it is clear from Rule 31(c) that 
Congress has enabled the jury, in case the defendant was not shown 
to be guilty of the particular crime charged and if the evidence per- 
mitted them to do so, to find him guilty of a lesser offense necessarily 
included in the one charged. It is not the power to commute the pun- 
ishment for an offense actually committed and thus impose a punish- 
ment different from that prescribed by law; rather, it is a finding of 
guilt based upon the evidence adduced. 

During past decades, when the tax laws were used mostly against 
hardened criminals and only the most flagrant offenses were selected 
for prosecution, the citizenry was content to see the felony tax sanc- 
tions applied almost universally. Now with the criminal tax sanc- 
tions applied against persons in all walks of life for offenses of vary- 
ing degrees, there is reason to review our criminal tax sanctions in 
order to take any necessary steps toward mitigating the punishment 
of lesser offenses. The same policy considerations which led to the 
abolition of benefit of clergy should compel punishment of all per- 
sons, regardless of their status in society, according to the serious- 
ness of the crime charged and proven. If only a lesser included of- 
fense is proven, the taxpayer should not be convicted of more. 

Nor should the rights and duties of jurors be ignored. In certain 
cases jurors may consider the evidence insufficient to convict of will- 
ful attempt to evade taxes, yet they may be satisfied as to its suffi- 
ciency to convict on willful failure to supply information or another 
misdemeanor. Without being instructed on the law of the lesser in- 
cluded offenses, and being permitted to make a finding on the 
lesser crime, they would be deprived of the right and duty to bring 
in a true verdict. They would find themselves in a similar position to 
that of jurors in the thirteenth century, when they were required to 
bring in a general verdict of guilty or not guilty on the crime 
charged, regardless of the degree to which the crime had been 
proven. Today jurors need not fear punishment from the courts for 
bringing in an incorrect verdict. However, if denied the opportunity 
to bring in a verdict on a lesser included offense in an appropriate 
case, jurors cannot possibly feel that their function as finders of fact 
has been adequately discharged. 

There is a recognizable and understandable judicial policy in 
maintaining the integrity of the principal tax evasion statute for its 
deterrent effect upon practices inimical to the collection of the rev- 
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enue. The lesser included offense rule, however, represents a compet- 
ing concept, deeply rooted in common law, as a safeguard to human 
liberty. The basis for the lesser included offense concept has histori- 
cally been founded upon the classification of crimes into lesser de- 
grees. The Spies decision has stated that there is such a gradation of 
offenses within the Internal Revenue Code which may be categorized 
as greater or lesser offenses against the revenue. It is possible that 
the ultimate outcome of litigation involving lesser included income 
tax offenses will present a greater impact upon the administration 
of the sanctions of the revenue laws than did the actual holding of 
the Spies decision. The same moral force which has historically 
given juries the right to distinguish the greater crime from the 
lesser for lack of one element of proof, should compel proper mitiga- 
tion in income tax offenses through the application of the lesser 
included offense rule. 














Puerto Rican Trusts as a Means of Dis- 
tributing Income Realized in Puerto Rico 
Tax-Free to United States Citizens 
Not Bona Fide Residents of 
Puerto Rico 
JOSEPH A. NOVAK 


) Rico, the onetime ‘‘ poorhouse of the Caribbean,’’ today oc- 
cupies a position of well-deserved prominence on the world stage. Its 
dramatic transformation from ‘‘a vast ‘agricultural slum’ to a bus- 
tling, dynamic enterprise of a widely diverse nature’’* is now well 
known. Rexford Tugwell, ex-Governor of the Island, has commented 
on the change: ? 


Seldom in the annals of history can one find such a sudden, determined, 
and effective mood of enterprise. If it continues it may well be one of the 
great transforming achievements of human history. 


The story of Puerto Rico’s remarkable transformation is rooted 
in many factors, not the least of which has been the staunch deter- 
mination of its people to lift themselves by their bootstraps out of 
misery and despair. Coupled with such determination has been the 
existence of a political relationship with the United States which 
has fostered a climate highly conducive to economic growth.? In par- 
ticular, the unique tax status of Puerto Rico under the United States 
and Puerto Rican income tax statutes has had a salubrious effect on 


JosEPH A. Novak (B.A., Dartmouth College, 1952; LL.B., Harvard Law School, 1955) 
is a member of the Massachusetts and New York Bars and is associated with the law firm of 
Baker & Woods, Santurce, Puerto Rico. 

1 Hunter, Puerto Rico, A Survey of Historical, Economic, and Political Affairs, ix Report 
to Houst CoMMITTEE ON INTERIOR AND INSULAR AFFaIRS, Committee Print No. 15, 26 
(86th Cong., 1st Sess. 1959). 

2 Ibid. 

8 For an excellent discussion of the history and present political status of Puerto Rico, 
see Hunter, supra note 1, at 1 through 25. 
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this growth by attracting substantial amounts of United States in- 
vestment capital to the Island.* 

While much has been accomplished in Puerto Rico, the job of eco- 
nomic growth has only begun. At present the annual per capita in- 
come in Puerto Rico is approximately half that of Mississippi, the 
lowest ranking of the fifty states. Commonwealth leaders and plan- 
ners have set a goal of reaching a standard of living in 1975 equiva- 
lent to that of the United States in 1950. While the prognostication 
for the future is good, ‘‘no one would be so naive as to say that the 
future will take care of itself. Instead, continued advancement will 
require every concentration of the past, plus new improvisations to 
prevent stagnation.’’® 

The Puerto Rican tax exemption program, coupled with the treat- 
ment of income from Puerto Rican sources under the Internal Rev- 
enue Code, has contributed greatly to the attractiveness of Puerto 
Rican investments to United States investors.* The purpose of this 
article is to illustrate yet another facet of the Puerto Rican tax pic- 
ture which appears to hold forth promise of further stimulating the 
flow of United States capital into Puerto Rico. In view of the present 
strategic importance of Puerto Rico to the United St: .es* and the 
fact that Puerto Rico’s material needs still remai~ ~-eat, it would 
appear that a relatively enlightened aviitude on the part of the 
United States and Puerto Rican governments can be expected with 
respect to tax incentives which effectively attract much needed 
capital to the island. 

It is now well recognized that as a result of the Puerto Rican tax 
exemption program significant tax benefits can be reaped by United 
States investors who actually establish residence in Puerto Rico. 
For example, under section 3(a) of the Puerto Rican Industrial In- 
centives Act of 1954, the income derived during the first seven years 


4‘‘Of the many factors that have contributed to the development of Puerto Rico, none 
has been more important than our access to the capital markets of the Continental United 
States.’’ Governor Luis Mujioz Marin, in a speech in New York City, Jan. 27, 1961. 

5 Hunter, supra note 1, at 38. 

6 See Rudick and Allan, Tax Aspects of Operations Under The Puerto Rican Exemption 
Program, 7 Tax L. Rv. 403 (1952). 

7 That the welfare of Puerto Rico is now more than ever intimately connected with the 
welfare of the United States and its relations with Latin America has recently been pub- 
licly avowed by the leaders of both countries. On Jan. 18, 1961, Governor Luis Muiioz Marin 
and then President-Elect John F. Kennedy issued a joint statement to this effect and 
agreed to cooperate in making Puerto Rico ‘‘a meeting place and workshop’’ for the 
United States and its Latin American neighbors. See N.Y. Times, Jan. 19, 1961, p. 1. 

8 Act No. 6 of Dec. 15, 1953, as amended, which has superseded the original Industrial 
Tax Exemption Act, Act No. 184 of May 13, 1948, as amended. The 1954 Act extends 
to certain eligible industries which file applications thereunder prior to Jan. 1, 1964, 
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of operation of a tax-exempt corporation may be distributed as divi- 
dends free of Puerto Rican income taxes (if distributed within the 
first 15 years of operations) to persons residing in Puerto Rico, or 
to persons not residing in Puerto Rico who are not obligated to pay 
in any jurisdiction outside of Puerto Rico any tax on income derived 
from Puerto Rican sources. Moreover, such dividends will escape 
the United States income tax in the hands of bona fide residents of 
Puerto Rico under the exclusion of section 933 of the 1954 Code. If 
the recipient of such dividends is a United States citizen who resides 
in the United States, he will be subject to the Puerto Rican income 
tax thereon in addition to the United States income tax, although he 
will be entitled to the foreign tax credit in respect of the Puerto 
Rican tax. Thus, shareholders who are not bona fide residents of 
Puerto Rico will fare better by foregoing dividends and liquidating 
the corporation or selling their stock on or before the termination of 
the exemption period, since under the Industrial Incentives Act, the 
capital gains so realized are not subject to Puerto Rican tax. Such 
individual shareholders who are United States citizens, not bona 
fide residents of Puerto Rico, will be subject, however, to United 
States tax on such gains at capital gains rates. Such individual 
shareholders who are bona fide residents of Puerto Rico will com- 
pletely escape the United States tax on these capital gains as a re- 
sult of the application of section 933. 

This article will explore a means whereby United States citizens 
who continue their residence in the United States, or elsewhere out- 
side of Puerto Rico, can receive virtually the same tax benefits with 
respect to income realized from Puerto Rican investments as is 
realized by United States citizens who move to Puerto Rico and es- 
tablish residence there. The method suggested to accomplish this 
result involves the use of a Puerto Rican inter vivos trust. 

In a typical transaction contemplated, the stock of a corporation 
granted Puerto Rican tax exemption would be transferred by a 
United States citizen, a non-resident of Puerto Rico, to a Puerto 
Rican trustee, to be held during the exemption period, or for such 
longer or shorter period of time as the grantor may wish, for the 
benefit of persons in the grantor’s immediate family. The trust it- 


a complete ten-year tax exemption, commencing with the date of start of operations with 
respect to (1) income taxes on income derived from the operations of an exempt business ; 
(2) income taxes on rents received for the use of real and personal property by an exempt 
business; (3) insular and municipal property taxes on real and personal property used by 
an exempt business (the exemption period with respect to property taxes varies from five 
to ten years, depending upon the amount of the investment) ; and (4) municipal license 
fees, excises, and other taxes. 
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self, qualifying for tax treatment under section 933 would not be 
subject to United States income tax on any income received by it 
from Puerto Rican sources. Moreover, it would be considered under 
the Industrial Incentives Act as a person resident in Puerto Rico, 
so that dividends from the first seven years tax-exempt earnings of 
the exempt corporation would be received by it tax-free. Throu,h 
the proper timing of the payment of corporate dividends to the 
trust and of trust distributions to the beneficiaries, the imposition 
of Puerto Rican and United States income taxes on the beneficiaries 
could be completely avoided. Moreover, the gains realized upon the 
liquidation or sale of the exempt corporation and attributable to the 
exemption period could be distributed to the beneficiaries free of any 
tax. The only taxable event with respect to the trust might be at the 
time of its creation, when gift taxes would be imposed on the value 
of the property transferred in trust by gift if the amount of the gift 
was sufficiently large. 

In addition to the use of a Puerto Rican trust as outlined above, 
there are various situations in which such a trust can profitably be 
applied in order to minimize the tax burden of United States citi- 
zens, non-residents of Puerto Rico, whose Puerto Rican investments 
do not qualify for tax exemption. 


Tue Trust Laws anp Crivm Cops or Purrto Rico 


The Puerto Rican law of trusts is set forth in Chapter 221 of ‘ihe 
Civil Code of Puerto Rico, which comprises Title 31, Laws of Puerto 
Rico. The Puerto Rican trust concept under Puerto Rican law, in- 
volving a division of legal title and equitable ownership, is similar 
to that of the Anglo-American jurisdictions. While this concept is 
contrary to civil law notions, it was nonetheless expressly made a 
part of the Puerto Rican civil law.°® 

In general, the Puerto Rican law of trusts is quite liberal. A trust 
may be created of property of any kind, real or personal, corporeal 
or incorporeal, present or future,’ for the life of the grantor, trus- 
tee, or beneficiaries, or for a term of years ™ (provided that the order 
of succession of beneficial interests does extend beyond the lives of 
two persons in being, except in the case of charitable trusts) ,? and it 
may be established for any purpose and upon any terms and condi- 








® Alvarez v. Secretary of the Treasury, 80 P.R. 15 (1957). 
10 P.R. Laws ANN. tit. 31, § 2544 (1955). 
11 P.R. Laws ANN. tit. 31, § 2546 (1955). 
12 P.R. Laws ANN. tit. 31, § 2553 (1955). 
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tions, not contravening the law or the public morals.’* There is no 
prohibition against the accumulation of income by trusts. 

Some of the important restrictive provisions of the Puerto Rican 
trust law are as follows: a trust must be irrevocable; ** a trust cre- 
ated in favor of non-existing persons, except future children of the 
grantor, is null and void; * a trust for the benefit of an artificial per- 
son, é.g., a corporation, shall not be of more than 30 years dura- 
tion; ** and any condition upon which the execution of a trust de- 
pends shall lapse after 30 years.” It is important to note that an 
inter vivos trust must be constituted by public deed." 

With respect to the administration of a trust, the law provides 
that the trustee shall have all the rights and actions inherent in fee 
simple ownership, but may not convey or encumber the trust prop- 
erty unless he has express authority.’® Thus, broad powers of ad- 
ministration must be given the trustee in the trust instrument if he 
is to have maximum freedom with respect to investments. 

An important question arises with respect to the general applica- 
bility of the provisions of The Civil Code of Puerto Rico to per- 
sons domiciled outside of Puerto Rico, e.g., United States citizens 
domiciled in one of the states, where such persons create or are bene- 
ficiaries of a Puerto Rican trust, that is, a trust of property located 
in Puerto Rico held by a trustee domiciled in Puerto Rico. The 
importance of resolving this question is underscored by various 
Civil Code provisions which, if applicable to such persons, would 
seriously impair the utility of Puerto Rican trusts in the situations 
with which we are concerned in this article. For example, under The 
Civil Code gifts between spouses bestowed during the marriage are 
void *° and gifts from parents to their minor children are in effect 
void.** 

The pertinent provisions of the Civil Code of Puerto Rico which 
govern its applicability are as follows: 





13 P.R. Laws ANN. 
14P.R. Laws ANN. 
15 P.R. LAws ANN. 
16 P.R. Laws ANN. 
17 P.R. Laws ANN. 
18 P.R. Laws ANN. 
19 P.R. Laws ANN. 
20 P.R. LAws ANN. 


. 31, § 2562 (1955). 
. 31, § 2541 (1955). 
. 31, § 2552 (1955). 
. 31, § 2555 (1955). 
. 31, § 2548 (1955). 
. 31, § 2543 (1955). 
. 31, § 2572 (1955). 
. 31, § 3588 (1955). 


21P.R. Laws ANN. tit. 31, § 613 (1955). With respect to the validity of gifts from 
parents to their minor children, it was originally held that a father could not create a trust 
for the benefit of his minor children (Alvarez v. Secretary of the Treasury, 78 P.R. 395 
(1955) ), but this holding was specifically overruled upon a reconsideration of the same 
ease. Alvarez v. Secretary of the Treasury, note 9 supro. 
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Section 9.—Law governing—F amily rights and status of persons. 

The laws relating to family rights and obligations, or to the status, condi- 
tion and legal capacity of persons, shall be binding upon the citizens of Puerto 
Rico, although they reside in a foreign country. 

Section 10.—Personal and real property. 

Personal property is subject to the laws of the nation of the owner thereof ; 
real property to the laws of the country in which it is situated. 

Section 11.—Contracts, wills, and other public instruments. 

The forms and solemnities of contracts, wills and other public instruments 
are governed by the laws of the country in which they are executed. When 
such acts are authorized by diplomatic or consular officials of the United 
States abroad, the formalities established for their execution by the laws of 
the United States shall be observed. 

Notwithstanding the provisions of this and the preceding section, prohib- 
itory laws relating to persons, their acts or property, and those which relate to 
public order and to good morals shall not be held invalid by reason of laws, 
decisions, regulations or arreements in force in any foreign country. 


With respect to section 9 of The Civil Code, it has been clearly 
established that ‘‘citizens of Puerto Rico’’ means persons who are 
domiciled in Puerto Rico and the section implies that ‘‘the laws 
relating to family rights and obligations, or to the status, condition 
and legal capacity of persons’’ shall not be binding upon persons 
who are not domiciled in Puerto Rico.” Thus, United States citizens 
who are not domiciled in Puerto Rico would not be subject to such 
laws with respect to the disposition of personal property located 
in Puerto Rico. 

Since section 10 quoted above provides that real property is sub- 
ject to the laws of the country in which it is situated, the question 
arises whether United States citizens who are not domiciled in 
Puerto Rico would be subject, with respect to real property located 
in Puerto Rico, to the laws relating to family rights and obligations 
or to the status, condition, and legal capacity of persons. While 
there seems to be no case disposing of this precise question, it ap- 
pears, in view of the specificity of the language in section 9, that the 
language, ‘‘the laws of the country in which [real property] is situ- 
ated,’’ in section 10 refers solely to the laws pertaining to real estate 
ownership and transfer. This conclusion is borne out by the decision 
in Lokpez v. Fernandez,* where the Supreme Court of Puerto Rico 
stated that the father of a minor child could exercise patria potestas 
rights over his minor child’s real property located in Puerto Rico 
because the father and child were domiciled in Puerto Rico, implying 


22 Lokpez v. F rnandez, 61 P.R. 503 (1943). See also Antongiorgi v. The Registrar of 
Property, 6 P.R. 495, 499 (1904), overruled on other grounds, Babilonia v. Registrar, 62 
P.R. 661 (1943). 

28 61 P.R. 503 (1943). 
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strongly that were the father and child not domiciled in Puerto Rico, 
the patria potestas rights would not apply. 

Applying the above concepts to the situation where a Puerto 
Rican trust, i.e., Puerto Rican trustee and trust res located in Puerto 
Rico, is created by a United States citizen and resident for the bene- 
fit of other United States citizens and residents, it appears that the 
Puerto Rican Vivil Code rules pertaining to family rights and obli- 
gations, or to the status, condition, and legal capacity of persons 
would not apply, regardless of whether the trust res is comprised of 
personal or real property located in Puerto Rico or both. However, 
the trust provisions specifically set forth in Chapter 221 of The Civil 
Code,* would clearly apply in view of the trustee’s domicile in 
Puerto Rico, except with respect to any of such provisions which 
might also be considered as laws pertaining to family rights and 
obligations or to the status, condition, and legal capacity of persons 
as they might affect grantors or beneficiaries not domiciled in 
Puerto Rico.” 

Thus, United States citizens who are non-residents of Puerto Rico 
can create Puerto Rican trusts for the benefit of other United States 
citizens who are non-residents of Puerto Rico without being ham- 
strung by the complicated and technical Civil Code rules with re- 
spect to property ownership end use. 


Unttep States anp Puerto Rican Girt Taxes APPLICABLE TO 
TRANSFERS TO PuErtTO Rican Trusts 


Unrrep States Girt Tax 


It is clear that native-born or naturalized citizens of the United 
States, whether resident or non-resident, are subject to United 
States gift tax on transfers of property, wherever located, made by 
them by gift.?* Thus, a United States citizen and resident who trans- 
fers property to a Puerto Rican inter vivos trust for the benefit of 
members of his family is subject to United States gift tax on such 
transfer, except, of course, in certain cases where he is treated as 
the owner of the trust for income tax purposes under sections 671 
through 677 of the 1954 Code. 


24 See notes 10 through 19 supra. 

25 A trust provision which might be considered to have this dual status is P.R. Laws 
ANN. tit. 31, § 2554 (1955), which provides: ‘‘A trust intended to have effect after the 
death of the constituent, if constituted in favor of any person disqualified to inherit from 
him for any of the causes determined by law, shall not be valid.’’ 

26 T.R.C. § 2501 (1954). 
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Puerto Rican Grrr Tax” 


The gift and inheritance tax law of Puerto Rico,”* which is appli- 
cable to gifts inter vivos as well as gifts causa mortis, including 
transfers under will or by operation of the laws of intestacy, levies 
the tax on the recipient of the gift.?® The rate of tax, which is pro- 
gressive, is determined by the amount of total taxable gifts received 
by the recipient since the effective date of the law, March 22, 1946. 
It is specifically provided that a gift includes a transfer in trust.*° 
The tax owing with respect to an inter vivos transfer in trust is pay- 
able by the beneficiaries, and according to a strict interpretation of 
the law a return must be filed by each beneficiary receiving gifts in 
excess of $1,000 during any calendar year.* The Bureau of Inherit- 
ance and Gift Taxes has indicated, however, that in the event there 
are several beneficiaries of a trust, one return may be filed on their 
behalf by the trustee and the tax paid by the trustee in a representa- 
tive capacity. 

The tax is computed on the value of the taxable gifts to a recipient, 
less certain exemptions, in accordance with a scale of graduated 
rates.*? The exemptions include the first $5,000 received by a recipi- 
ent who is the spouse of or a relative in the first or second degree of 
consanguinity or affinity to the donor, i.e. children, grandchildren, 
parents, grandparents, brothers, and sisters of the donor, or the first 
$1,000 received by a recipient who is not so related to the donor. 
There is no annual exclusion or marital deduction as exists under 
the United States gift tax law. In the case of taxable gifts subse- 
quent to the first, the tax is computed by applying the appropriate 
rate against the total amount of gifts made to the recipient and sub- 
tracting therefrom the tax obtained by applying the appropriate 
rate against the total amount of prior gifts. The gift tax rates range 


27 This article deals with the Puerto Rican gift tax provisions which are now in effect. 
It should be noted, however, that the gift and inheritance tax law of Puerto Rico is pres- 
ently undergoing a complete study by the Department of the Treasury of the Common- 
wealth of Puerto Rico and a proposed revision of this law may be introduced into the 
Puerto Rican legislature within the next year or so. Such revision will in all probability 
combine features of the present United States gift and estate tax law with existing features 
of the Puerto Rican law. 

28 P.R. Laws ANN. tit. 13, §§ 881 through 905 (1955). 

29 P.R. Laws ANN. tit. 13, § 883 (1955). 

30 P.R. Laws ANN. tit. 13, § 881 (1955). 

81 P.R. Laws ANN. tit. 13, § 888 (1955). 

82 P.R. Laws ANN. tit. 13, § 884 (1955). 
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from five per cent on taxable gifts up to $2,000, progressing to 49.47 
per cent on taxable gifts of $1,900,000. The gift tax rate on that por- 
tion of taxable gifts in excess of $1,000,000 is 70 per cent. 

The present gift and inheritance tax law itself does not clearly in- 
dicate to what extent the tax applies to gifts made by non-residents 
of Puerto Rico to other non-residents. In a recent case, Freeman v. 
Noguera, Secretary of the Treasury, the Supreme Court of Puerto 
Rico held that the Puerto Rican gift and inheritance tax does apply 
to the transfer by inheritance of stock in a Puerto Rican corporation 
with principal business offices in Puerto Rico, where the transferor 
and transferee are non-residents of Puerto Rico and the stock cer- 
tificates are not physically located in Puerto Rico. Whether taxa- 
bility would be extended to the transfer by a gift of the stock of a 
foreign corporation engaged in trade or business in Puerto Rico is 
still open to question. With respect to a transfer subject to both 
United States gift tax and Puerto Rican gift tax, it appears that a 
credit for the United States gift tax may be allowed against the 
latter tax.* 


33 Ibid. If either the donor or recipient of a gift is a corporation, the entire gift is taxed 
at a flat rate of 60 per cent, unless it can be shown that the gift was made for a legitimate 
purpose and not for the purpose of tax evasion. P.R. Laws ANN. tit. 13, § 885 (1955). 

34 Decided by the Supreme Court of Puerto Rico, Mar. 24, 1961. 

35 P.R. LAws ANN. tit. 13, § 887(a) (1955), provides that a credit against the Puerto 
Rican gift and inheritance tax shall be allowed for any succession, inheritance, or transfer 
tax imposed by the United States Government or any foreign government ‘‘ Provided. . . 
That if such a tax is imposed by reason of the donor having a taxable status within the 
jurisdiction, said credit shall be allowed only if such jurisdiction does not tax transfers 
made by residents of Puerto Rico or grants a corresponding tax credit in such cases.’’ The 
question thus arises whether the United States gift tax applies to ‘‘transfers made by 
residents of Puerto Rico’’ within the meaning of section 887(a), for under sections 2501 
(ce) and 2511(a) (1954), a resident of Puerto Rico who is a United States citizen solely 
by reason of his Puerto Rican citizenship or by birth or residence in Puerto Rico is subject 
to the United States gift tax only on transfers of property located in the United States. 
While there is no authority on this point, the possibility exists that the credit would be 
allowed in the case of United States citizens and residents subject to both United States 
and Puerto Rican gift taxes where adequate proof had been submitted that a United 
States gift tax had in fact been paid. To minimize the total gift taxes due with respect to 
such gifts, the donor should avail himself to the maximum extent possible of the exclusions, 
deductions, and exemptions allowed with respeci to his United States gift tax. This is so 
because the amount of the United States gift tax imposed on the transfer must be included 
as part of the gift for Puerto Rican gift tax purposes if the United States gift tax is to be 
taken as a credit against the Puerto Rican gift tax. It is to be noted in passing that it has 
been specifically held that the credit applies with respect to the United States estate tax. 
Emanuelli v. Secretary of The Treasury, 78 P.R. 687 (1955). 
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Unrrep States Income Tax Laws APPLICABLE TO 
Puerto Rican Trusts 


AppLicaBILity oF Section 933 to Trusts ** 


Section 933(1) of the 1954 Code provides for an exclusion from 
gross income ‘‘in the case of an individual who is a bona fide resident 
of Puerto Rico during the entire taxable year’’ of income derived 
from sources within Puerto Rico. That the word ‘‘individual’’ as 
used therein encompasses a trust seems fairly clear, for it is basic 
under the United States tax laws that a trust is taxed as a separate 
entity and in the same manner as an individual. In this connection, 
the Regulations specifically state: ‘‘The gross income of a state or 
trust is determined in the same manner as that of an individual.’’ * 
Moreover, there is nothing in the legislative history of section 933 
which appears to lay any basis for concluding that Puerto Rican 
trusts were intended to be treated in any manner different from 
individuals. 

A question of key importance is the determination of the bona 


86 It is to be understood that the type of trust adverted to in this article is not such a 
trust as would be considered an association taxable as a corporation. See Lyons, Comments 
on the New Regulations on Associations, 16 TAx L. Rev. 441 (1961). 

87 Reg. Sec. 1.641(a)-2 (1956). See, by analogy, B. W. Jones Trust v. Comm’r, 132 F.2d 
914 (4th Cir. 1943), which held that a non-resident alien trust was to be treated in the 
same manner as a non-resident alien individual for United States income tax purposes. 

88 Section 933 of the 1954 Code was derived almost verbatim from section 116(1) of 
the 1939 Code, which latter section was added by the Revenue Act of 1950, 64 Stat. 906. 
The 1950 Act abolished a disparity between the tax treatment accorded residents of Puerto 
Rico who were United States citizens only by reason of the organic acts establishing the 
government of Puerto Rico and residents of Puerto Rico who were United States citizens 
because they were born or naturalized in the United States, and provided that all individ- 
uals, including aliens, who were bona fide residents of Puerto Rico throughout the entire 
taxable year could exclude from gross income all income derived from sources within 
Puerto Rico. Prior to the 1950 Act, the former group had been treated in the same manner 
as non-resident aliens for United States income tax purposes, while the latter group had 
been subject to United States tax on income from all sources except if they qualified for 
special treatment under section 251. For a more detailed discussion of the 1950 legislation 
and the changes which it wrought, see Rudick and Allan, note 6 supra, at 413, 414. 

While the committee reports on the Revenue Act of 1950 (H.R. Rep. No. 2319 and 
8. Rep. No. 2375, 81st Cong., 2d Sess. (1951) ) do not specifically refer to the applicability 
of the 1950 Puerto Rican amendments to trusts, they do not provide any basis for concluding 
that Puerto Rican trusts are to be treated in any manner different from individuals. Indeed, 
the Senate Finance Committee recommended an addition to the House bill, eventually 
enacted as section 3811(a) of the 1939 Code, which specifically provided that all provisions 
of the laws of the United States applicable to the administration, collection, and enforce- 
ment of any tax imposed upon the incomes of individuals, estates, and trusts were to extend 
to and be applicable in Puerto Rico. See 8. Rep. No. 2375, supra at 102. It thus seems rea- 
sonable to assume that the failure to mention trusts elsewhere in the committee report was 
deemed unnecessary in view of the well-established rule that trusts are taxed in the same 
manner as individuals. 
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fide residence of a trust for the purposes of applying section 933." 
Probably the single most important element with respect to the bona 
fide residence of a irust is the bona fide residence of the trustee, 
although the place of trust administration and the location of the 
trust property are also of crucial importance.*® While each case de- 
pends upon the facts and circumstances peculiar to it,*' it can be 
said with a high degree of certainty that if a trust is created under 
the laws of Puerto Rico, with a bona fide resident as its sole trustee, 
and if the trust res is located in Puerto Rico and the only business 
office of the trust is located in Puerto Rico, such trust will be con- 
sidered as a bona fide resident of Puerto Rico under section 933. 


TaxaBILIty OF Puerto Rican Trusts Witx Resrect To Income 
From Puerto Rican Sources 


The income received by Puerto Rican trusts from Puerto Rican 
sources, whether or not exempt from the Puerto Rican income tax 
under the Puerto Rican tax exemption program, will be completely 
exempt, under section 933, from United States income tax in the 
year received, provided the beneficiaries are not taxable thereon 
and that the grantor or another person is not treated as the owner 
of the trust, or any portion thereof.** The income received by Puerto 
Rican trusts from all other sources will be treated in the same man- 
ner as the income of a United States trust.* 

1. Taxability of beneficiaries under sections 652 and 662 of the In- 
ternal Revenue Code of 1954. Superficially it might appear that 
United States beneficiaries of a simple or complex Puerto Rican 


39 Reg. Sec. 1.933-1(a) (1957) states that bona fide residence in Puerto Rico is to be 
determined by applying to the facts and circumstances of each case the principles of Reg. 
Sec. 1.871-2, 3, 4, and 5 (1957), relating to what constitutes residence or non-residence, as 
the case may be, in the United States in the case of an alien individual. Reg. Sec. 1.871-2(a) 
(1957) makes it clear that these principles for determining bona fide residence apply 
equally to a fiduciary, which lends further support to the conclusion that the word ‘‘ individ- 
ual’’ in section 933 (1954) encompasses trusts. 

40 B. W. Jones Trust v. Comm’r, note 37 supra. The Court there held that the trust was 
not a non-resident alien because one of the trustees was a United States citizen and resident, 
the trust had an office in the United States, and most of the trust property was located in 
the United States. See also Rev. Rul. 60-181, 1960-1 Cum. Buu. 257, which reaffirms the 
principles of the Jones Trust case with respect to the determination of the residence of a 
trust. 

41 Reg. Sec. 1.933-1(a) (1957). 

42 Rev. Rul. 60-181, 1960-1 Cum. BULL. 257. 

43 See I.R.C. §§ 671 through 678 (1954). 

44 The use of a separate trust resident in a foreign jurisdiction which provides favorable 
tax treatment, e.g., the Bahamas, may be prudent in those situations where, in addition to 
Puerto Rican income, substantial income is to be realized from sources outside of Puerto 
Rico, since such a trust would be taxed as a non-resident alien individual. 
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trust which is required to distribute income currently or which prop- 
erly pays, credits, or is required to distribute amounts currently toits 
beneficiaries would be subject to United States tax on such amounts 
from Puerto Rican sources.*® There is an apparent loophole in the 
law, however, under which the United States beneficiaries of a sim- 
ple or complex Puerto Rican trust appear not to be subject to United 
States tax on such amounts.*® 

Section 652(a) of the 1954 Code, with respect to a simple trust, and 
section 662(a), with respect to a complex trust, limit the amount of 
income includible in the gross income of the beneficiaries of such 
trusts to the amount of the ‘‘distributable net income’’ of such 
trusts. The distributable net income of a trust is defined in section 
643 as the taxable income of a trust with certain modifications. One 
of the modifications as set forth in section 643(a) (6) is: *7 


(6) Foreign income.—In the case of a foreign trust, there shall be included 
the amounts of gross income from sources without the United States, reduced 
by any amounts which would be deductible in respect of disbursements allo- 
cable to such income but for the provisions of section 265(1) (relating to dis- 
allowance of certain deductions). 


Since a Puerto Rican trust is not technically a ‘‘foreign trust’’ 
and relies for the exclusion of its gross income from Puerto Rican 
sources on section 933, not on the fact that it is to be treated as a non- 
resident alien individual, section 643(a)(6) does not appear to be 
applicable thereto.** If section 643(a) (6) is inapplicable to a Puerto 
Rican trust, the gross income of such a trust from Puerto Rican 
sources, excludible under section 933, does not enter into the com- 
putation of the distributable net income of the trust and is therefore 
not subject to tax in the hands of the beneficiaries under the limita- 
tions specified in sections 652(a) and 662(a). 


45 It is clear, of course, that the Puerto Rican income of a Puerto Rican complex trust 
which by the terms of the trust instrument is not required to make distributions to the 
beneficiaries and in fact makes no distributions to the beneficiaries during the taxable year, 
will not be subject to United States tax during the taxable year under the exclusion of 
section 933 (1954). In this connection, it is important to note again that there is no pro- 
hibition against trust accumulations under the trust laws of Puerto Rico. 

46 Since such a result is inconsistent with the apparent intent of the statute, some risk 
may attend reliance on this loophole as a basis for tax planning until a prior clarification 
from the Revenue Service is obtained. 

47 Reg. Sec. 1.643(a)-6 (1956) does little more than reiterate the language of the statute. 

48 In this connection, note that section 876(a) (1954) provides that sections 871 et seq., 
relating to non-resident aliens, do not apply to an alien individual who is a bona fide res- 
ident of Puerto Rico during the taxable year. Note further that section 643(a)(6) (1954) 
refers to ‘‘ gross income from sources without the United States,’’ which is the test for the 
excludibility of income of a non-resident alien individual but not of an individual who is a 
bona fide resident of Puerto Rico. 
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The Congressional intent of taxing United States trust benefici- 
aries on amounts which, with respect solely to the status of the trust 
entity, are exempt from taxation, is clear, as evidenced by section 
643(a)(6).*° Thus, the absence of language in section 643(a) spe- 
cifically referring to the Puerto Rican income of Puerto Rican trusts 
is probably a Congressional oversight.” 

2. Taxability of distributions of accumulated income. Disregard- 
ing this apparent tax loophole, the liability of United States bene- 
ficiaries of a Puerto Rican complex trust with respect to distribu- 
tions of accumulated trust income from Puerto Rican sources will 
be governed by the same rules as apply to United States beneficiaries 
of a United States complex trust.®! Thus the five-year throwback 
rule will be applicable to such distributions. Such distributions will 
therefore effectively escape United States tax in the hands of the 
beneficiaries in those situations where the five-year throwback rule 
does not come into play or is avoided as a result of one or more of 
the exceptions to the rule. 


Puerto Rican Income Tax Laws AppLicaBLE TO 
Puerto Rican Trusts 


The provisions of the Puerto Rican Income Tax Act of 1954, 
which contains the Puerto Rican income tax laws now in effect, are 
patterned after the United States Internal Revenue Code of 1939. 


49 See, in this regard, Reg. Sec. 1.652(b)-1 (1956), which provides in pertinent part: 
‘«The tax treatment ‘with respect to a beneficiary] of [income required to be distributed 
to a beneficiary] depends upon the beneficiary’s status with respect to [it], not upon the 
status of the trust. Thus, if a beneficiary is deemed to have received foreign income of a 
foreign trust, the includibility of such income in his gross income depends upon his taxable 
status with respect to that income.’’ 

50 A corollary loophole also appears evident with respect to section 1491 (1954), which 
imposes an excise tax of 2714 per cent on the appreciated value in excess of basis of stock 
or securities transferred by a citizen or resident of the United States, or by a domestic 
corporation or partnership, or by a trust which is not a foreign trust, to a foreign ¢ rpora- 
tion as paid-in surplus or as a contribution to capital or to a foreign trust. A foreign trust 
is defined in section 1493 as follows: ‘‘A trust shall be considered a foreign trust within 
the meaning of this chapter if, assuming a subsequent sale by the trustee, outside of the 
United States and for cash, of the property so transferred, the profit, if any, from such 
sale would not be included in the gross income of the trust under this sub-title.’’ Reg. Sec. 
1.1493-—1 (1953) does little more than reiterate the language of the statute. It is to be noted 
that the profit from the sale of property by a Puerto Rican trustee outside of the United 
States and also outside of Puerto Rico would be included in the gross income of the trust. 
LR.C. §§ 61(a) and 933 (1954). Thus it appears that the transfer of appreciated securities 
by United States citizens or residents to a Puerto Rican trust will not result in the imposi- 
tion of the section 1491 excise tax because a Puerto Rican trust is not a ‘‘ foreign trust’’ as 
such term is defined in section 1493. 

51 See ILR.C. §§ 665 through 668 (1954). 
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The law with respect to estates and trusts thus parallels closely the 
United States tax law with respect to estates and trusts prior to the 
enactment of the Internal Revenue Code of 1954. 

Under the Puerto Rican Act, the income tax imposed upon indi- 
viduals applies likewise to trusts. The tax, computed on the net in- 
come of a trust, is payable by the fiduciary.®* A Puerto Rican trust 
is subject to tax on all of its income from whatever source derived, 
whether from within cr without Puerto Rico. 

A Puerto Rican trust is allowed a deduction from its net income 
of income which is to be distributed currently to the beneficiaries 
and income which, as a result of the trustee’s exercise of discretion, 
is properly paid or credited to the beneficiaries during the taxable 
year. The amounts so deducted by the trust are included in comput- 
ing the net income of the beneficiaries.** Beneficiaries who are non- 
residents of Puerto Rico are subject to the tax on that portion of 
such amounts which were derived by the trust from Puerto Rican 
sources, since non-residents are subject to the Puerto Rican income 
tax on all income from Puerto Rican sources.® 

Withholding by the trustee at the rate of 20 per cent is required 
with respect to trust payments to United States citizens who are 
non-residents of Puerto Rico.** Since the withholding requirement 
applies only to fixed or determinable annual or periodical income, 
capital gains distributed by the trust are not subject to withholding, 
nor, in fact, is any income distributed by the trust which was derived 
from the sale in Puerto Rico of real or personal property.’ The 
withholding requirement is only an interim tax collection device, 
and a tax return must be filed for the taxable year reporting all in- 
come from Puerto Rican sources. Any additional tax liability must 
be paid at the time the return is filed, or if the withholding was in 
excess of the taxpayer’s over-all tax liability for the tax year, he 
may file a claim for refund of such excess with his income tax re- 
turn. Where a taxpayer’s tax liability has been completely satisfied 
through withholding, a tax return need not be filed. 

With respect to the taxability of income which is accumulated in 


52 P.R. Laws ANN. tit. 13, § 3161 (Supp. 1957). 

53 P.R. Reg. Art. 11-2 (1959). 

54 P.R. Laws ANN. tit. 13, § 3162(b) (¢c) (Supp. 1957). 

55 See note 53 supra. 

56 See P.R. Reg. Art. 143-1(6) (1959). 

57 P.R. Reg. Art. 143-2(b) (1959). 

58 P.R. Laws ANN. tit. 13, §§ 3051 and 3143(¢) (Supp. 1957). 

59 P.R. Laws ANN. tit. 13, §§ 314(3) (c) and 3056(a) (Supp. 1957). 
60 P.R. Laws ANN. tit. 13, § 3322(a) (1) (Supp. 1957). 

61 P.R. Reg. Art. 142-5(b) (1959). 
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one year and distributed in subsequent years, the complex 65-day 
and 12-month rules of the 1939 Internal Revenue Code have been 
incorporated into the Puerto Rican Income Tax Act of 1954.° The 
purpose of these rules is much the same as the five-year throwback 
rule of the 1954 Internal Revenue Code, but they are far more lim- 
ited in scope and operation. The 65-day rule provides that where the 
income of a trust for a period beginning prior to the beginning of 
the taxable year, or for the last 12 months of such period if such 
period is in excess of 12 months, becomes payable within the first 65 
days of the taxable year, then the distribution is deemed to have 
been made on the last day of the preceding taxable year. The 12- 
month rule provides that if the trust income for any period, or for 
the last 12 months of such period if such period is in excess of 12 
months, becomes payable after the end of the taxable year in which 
received by the trust and after the first 65 days of any taxable year, 
then the amount of such distribution is deemed to be income of the 
trust during the year of distribution which is paid, credited, or to be 
distributed currently. 

In the application of the 65-day and 12-month rules, where dis- 
tributions are payable only out of income and the trust distributes 
accumulated income in excess of its net income for the taxable year, 
in the case of the 12-month rule, or in excess of its net income for the 
prior taxable year, in the case of the 65-day rule, such excess is not 
taxed to the beneficiaries.** Where distributions are payable out of 
income or corpus, the 12-month rule applies only to the extent that 
the trust has distributable income in the year of distribution,™ and 
the 65-day rule applies only to the extent that the trust had distribut- 
able income in the preceding taxable year.© 

Some uncertainty exists with respect to the taxability under 
Puerto Rican law of the income of a Puerto Rican trust derived 
from a business exempt from taxation under the Industrial Incen- 
tives Act of 1954. It is clear that the income derived during the first 
seven years of operation of a tax exempt corporation may be dis- 
tributed as dividends free of Puerto Rican income taxes to a Puerto 
Rican trust which accumulates such income, provided the distribu- 
tion occurs within the first 15 years of operation.” It is not clear, 


62 P.R. Laws ANN. tit. 13, § 3162(d) (Supp. 1957). 

63 P.R. Laws ANN. tit. 13, § 3162(d) (4) (Supp. 1957). For an explanation of this sec- 
tion, see KENNEDY, FEDERAL INCOME TAXATION OF ESTATES AND TRUSTS § 214A (1948). 

64 P.R. Laws ANN. tit. 13, § 3162(d) (1) (Supp. 1957). 

65 P.R. Laws ANN. tit. 13, § 3162(d) (1) and (d)(3)(B) (Supp. 1957). 

66 Industrial Incentives Act of 1954, § 3(a) (1), provides for the exemption with respect 
to distributions to ‘‘ persons residing in Puerto Rico,’’ and it is unequivocally clear that a 
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however, whether such dividends would retain their tax-exempt 
status if distributed by the trust in the year received or within those 
periods of time covered by the 12-month and 65-day rules to bene- 
ficiaries who are United States citizens, not residents of Puerto Rico. 
With respect to the taxation of trusts under the Internal Revenue 
Code of 1939, it was generally held that tax-exempt income received 
by a trust and currently distributed retained the same character in 
the hands of the beneficiaries as it had in the hands of the trustee.” 
However, where the tax treatment of trust income depended upon 
the status of the recipient, e.g., his residence, the taxability of trus- 
tee and beneficiaries was determined by such status. Applying 
these concepts to the taxation of trusts under the Puerto Rican In- 
come Tax Act of 1954, it would appear that qualified dividends re- 
ceived by a Puerto Rican trust from a tax-exempt corporation would 
not be exempt from Puerto Rican taxation in the hands of bene- 
ficiaries who are United States citizens and not residents of Puerto 
Rico if distributed to such beneficiaries in the year received by the 
trust or within those periods of time covered by the 12-month and 
65-day rules, because the exemption is based on the residence status 
of the recipient. At least until the law is clarified, it is safer to 
assume that such is the case. 

It is still possible, however, for such dividends to be distributed 
free of Puerto Rican taxes to United States beneficiaries of a Puerto 
Rican accumulation trust through the proper timing of the distribu- 
tion of such dividends to the trust and their subsequent distribution 
by the trust to the beneficiaries. For example, if a Puerto Rican dis- 
eretionary accumulation trust which holds stock of a Puerto Rican 
tax-exempt corporation receives dividends in December, 1961, the 
trust could accumulate these dividends until late March, 1962, and 
then distribute such dividends to the beneficiaries tax-free, provided 
that the trust had no distributable income in 1962. The trust would 
have no distributable income in 1962 if it received no income in that 
year. In this example, neither the 65-day rule nor the 12-month rule 
comes into play. 

It should be noted that under the Puerto Rican Income Tax Act, 
the foregoing rules with respect to the taxation of trusts do not 
apply in those situations where the grantor or another person is 
treated as the substantial owner of a trust, or any part thereof. In 
such cases, the grantor or other person is subject to Puerto Rican 


trust is included within the term ‘‘person.’’ See Industrial Incentives Act of 1954 § 2(j) ; 
P.R. Laws ANN. tit. 13, § 3411(a) (1) (Supp. 1957). 

6” See KENNEDY, op. cit. supra note 63, § 2.20. 

6" See KENNEDY, op. cit. supra note 63, § 4.16. 
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tax on the trust income.” If the grantor or other person is a non- 
resident individual, the income of the trust would be subject to 
withholding.” 


Examp.es oF Tue Potentiat Use or Puerto Rican Trusts 


In the light of the tax and trust laws applicable to Puerto Rican 
trusts, it appears that their potential for profitable use by United 
States investors is substantial. Whether such trusts are used in con- 
nection with Puerto Rican businesses or investments which qualify 
for tax exemption under the Industrial Incentives Act or in connec- 
tion with Puerto Rican businesses or investinents which do not so 
qualify, it appears that substantial tax beneiits are to be gained 
through their use. The following examples are illustrative. 


CorpPorATION Exempt From T'axation Unpzr Inpustriat INCENTIVES 


Act 


All of the stock of AB Corporation, a Puerto Rican corporation 
which has just been formed to manufacture children’s wear in 
Puerto Rico and which has obtained Fuerto Rican tax exemption 
for a period of ten years, is owned by Y, a United States citizen and 
a resident of New York State. The directors of the AB Corporation 
are Y, his wife, and Y’s brother. Y and his wife have two minor 
children who are 11 and 14 years old, respectively. The stock of AB 
Corporation is worth $87,000 at the time the corporation is formed. 

Shortly after the grant of tax exemption, Y transfers as a gift 
his stock in AB Corporation, plus $13,000 in cash to be used for the 
payment of the Puerto Rican gift tax, to a trustee who is a bona fide 
resident of Puerto Rico, for the benefit of his wife (one-half) and 
two children (one-fourth each). 

The trust is for a maximum term of eleven years, at the end of 
which time all undistributed amounts in the hands of the trustee are 
to be distributed to the beneficiaries. The trustee has full discretion 
with respect to the accumulation of income and the distribution of 
income and corpus to the beneficiaries, although the relative inter- 
ests of the beneficiaries in income and corpus are to be maintained. 


69 P.R. LAws ANN. tit. 13, §§ 3022(a), 3166, and 3167 (Supp. 1957) ; P.R. Reg. Art. 
22(a)-21 (1959). These rules of attribution of trust income are similar to the Clifford 
rules under the Internal Revenue Code of 1939. 

70 P.R. Reg. Art. 143-1(7) (1959). 

71 While section 6 of the Industrial Incentives Act of 1954 would normally require the 
prior written approval of the Governor of Puerto Rico with respect to such a transfer, if 
the facts with respect to such an expected transfer are set forth at the time the exemption 
is applied for, such prior written approval would be unnecessary. 
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Capital gains are allocable to corpus. The trustee is given full ad- 
ministrative powers with respect to investments. 

With respect to Y’s United States gift tax position, he has never 
previously made gifts of any substance, nor has his wife. Both he 
and his wife intend to file the consent required by section 2513 of 
the 1954 Code, so that the gifts of one spouse to third parties shall 
be deemed to be one-half from the other spouse. The trust is so 
drawn that the gift to his wife qualifies for the marital deduction, 
but the gifts to his wife and children do not qualify for the annual 
$3,000 exclusion, since they are gifts of future interests. Thus the 
total taxable gifts will equal $20,000, with respect to which a United 
States gift tax of $1,200 will be due. The total Puerto Rican gift 
tax liability of the three beneficiaries will be $12,650, after credit is 
taken for the United States gift tax, which the trustee will pay in a 
representative capacity for the beneficiaries. Thus, the total gift tax 
liability with respect to the transfer is $13,850 (13.85 per cent of the 
amount of the gifts). 

It might be noted that Y could have reduced the gift taxes with 
respect to the transfer in trust if he had transferred to the trust as a 
gift only part of his AB Corporation stock and had transferred the 
remainder of the stock by a sale of the same to the trustee, receiving 
the promissory note of the trustee as payment therefor. This tech- 
nique involves the danger, however, of causing payments on the 
note to be treated as trust income taxable to the grantor under sec- 
tion 677(a) of the 1954 Code and under section 167 of the Puerto 
Rican Income Tax Act of 1954 rather than as a return of capital.” 

Both AB Corporation and the trust are on a calendar year basis 
for United States and Puerto Rican income tax purposes. During 
the first full year’s operations (which, it shall be assumed, commence 
on January 1), the tax-exempt net profits of 4B Corporation are 
$25,000, which are subject to neither Puerto Rican nor United States 
income taxes. Dividends of $20,000 are declared and paid to the trust 


72 See in this connection Estate of A. E. Staley, Sr., 47 B.T.A. 260 (1942), aff’d, 136 
F.2d 368 (5th Cir.), cert. denied, 320 U.S. 786 (1943), where $150,000 of trust income was 
held taxable to the grantor where the grantor had transferred securities valued at $2,000,000 
to a trustee in consideration of the trustee’s payment to him of $150,000 from the first in- 
come of the trust. The Board implied, however, that it might have considered part of the 
transfer as a gift and part as a bona fide sale if the stock which was given away had been 
distinguished from the stock which was allegedly sold. Thus, if the transfer of stock to a 
trust in exchange for the trustee’s note were accomplished upon such terms and in the man- 
ner in which such transactions are normally carried out in bona fide arm’s length dealings, 
the grantor might well escape the applicability of section 677(a) (1954). If the gift taxes 
upon a transfer in trust are to be especially high, a grantor might well decide to take the 
possible risk of being taxed under section 677(a) in return for the assurance of lessening 
the gift tax burden. 
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in December of that year, which are subject to neither Puerto Rican 
nor United States income taxes. The trust accumulates these divi- 
dends until April 1 of the subsequent year and then pays $10,000 to 
Y’s wife and $10,000 to Y, who has been appointed in New York as 
the general guardian of the persons and property of his two minor 
children. (In the alternative, the trust might accumulate the income 
of the minors until they are 21.) None of these payments is applied 
for the support or maintenance of the beneficiaries, who are ade- 
quately supported by Y independently of such payments. The trust 
receives no income in its second year. 

The $20,000 which has been distributed to the beneficiaries is sub- 
ject to neither Puerto Rican nor United States income taxes. With 
respect to the Puerto Rican income tax, as a result of the timing of 
the receipt and distribution of the trust income, and the fact that 
the trust had no distributable income in the year of distribution, 
neither the 65-day nor 12-month rules apply. With respect to the 
United States income tax, the five-year throwback rule does not 
apply because the trust had no undistributed net income in the first 
year of its operations as a result of the tax loophole discussed 
above.”*® Under neither Puerto Rican nor United States law is the 
trust income taxable to the grantor, because the payments to the 
beneficiaries were not in fact used for their maintenance or sup- 
port."* 

AB Corporation has tax-exempt net profits of $50,000 in its second 
year of operations. As explained above, none of this amount is paid 
out in dividends during such year. In the third year of its operations, 
AB Corporation has $60,000 of tax-exempt net profits. In December 
of the third year of its operations, 4B Corporation pays out $110,000 
in dividends to the trust. The trust accumulates such dividends until 
April 1 of the subsequent year and then pays out $55,000 to Y’s wife 
and $55,000 to Y as general guardian of his two minor children. The 
trust receives no income in the year of these distributions. Neither 
Puerto Rican nor United States income taxes are imposed on any of 
these transactions. 

It can thus be seen that the profits of AB Corporation can in effect 
be paid out to the trust beneficiaries in alternate years free of any 
taxes so long as the tax loophole mentioned above exists. Let us sup- 


73 See discussion pp. 496-497 supra. For the purposes of illustration, it is to be assumed 
in this example that this tax loophole is valid until the law is amended. It will be assumed 
in this example that the tax loophole is eliminated by amendment in the fourth year of the 
trust. 

74 Estate of Emanuel Sturman, 11 T.C. 890 (1948), acq., 1949-1 Cum. BuLL. 3; Henry 
G. Miller, 21 TCM 609 (1952). For a thorough discussion of the federal tax consequences 
with respect to support payments see Note, 74 Harv. L. Rev. 1191 (1961). 
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pose, however, that this loophole is closed in the latter half of the 
fourth year of the trust. In the fourth year, AB Corporation has net 
profits of $50,000. Thus, at the end of the fourth year it has $55,000 
of accumulated tax-exempt profits.” AB Corporation earns $50,000 
of tax-exempt net profits annually in its fifth through tenth years. 
In its fifth through tenth years, it distributes dividends to the trust 
to the extent of the remaining $205,000 of net profits earned prior to 
its eighth year. No trust distributions are made in these years. The 
trust, of course, is subject to neither Puerto Rican nor United States 
income taxes in any of these years.” 

On April 1 of the eleventh year, the trust terminates and dis- 
tributes to Y’s wife $102,500 in cash and one-half of the 4B Corpora- 
tion stock, and to each of Y’s children, who have obtained majority, 
$51,250 in cash and one-fourth of the AB Corporation stock.” Y’s 
wife and two children plan to continue the operations of AB Cor- 
poration beyond the exemption period. These final distributions will 
be subject to neither Puerto Rican nor United States income taxes. 
With respect to the Puerto Rican income tax, neither the 65-day nor 
12-month rules apply. With respect to the United States income 
tax, the five-year throwback rule does not apply because these are 
final distributions made more than nine years after the date of the 
last transfer to the trust.”® 

Thus, it can be seen that the over-all benefits accomplished through 
the use of a Puerto Rican trust in this example are substantial. The 
$335,000 of net income earned by AB Corporation during the first 
seven years of its existence as a tax-exempt corporation under the 
Industrial Incentives Act was distributed free of income, gift, or 


75 The accumulated earnings tax of section 531 (1954) does not apply to the non-United 
States income of a Puerto Rican corporation, nor does the Puerto Rican surtax on corpora- 
tions which improperly accumulate surplus apply with respect to the tax-exempt income of 
a corporation exempt under the Industrial Incentives Act of 1954. P.R. Laws Ann. tit. 13, 
§ 3102(g) (Supp. 1957). 

76 For the sake of simplicity, trust accretions of income resulting from the investment of 
accumulated income in excess of trust expenses allocable thereto are disregarded in this 
example. The Puerto Rican income tax would, of course, apply to such accretions of net 
income, unless such income was tax-exempt, and the United States income tax would apply 
to such accretions which were derived from sources outside of Puerto Rico, with a credit 
being allowed for the Puerto Rican tax imposed with respect to such amounts. See I.R.C. 
§ 642(a) (2) (1954). 

77 The basis of the AB Corporation stock in the hands of the beneficiaries will be the 
same as it was in the hands of the trust. See I.R.C. § 1015 (1954) and the Regulations 
thereunder. 

78 See I.R.C. § 665(b) (4) (1954). Moreover, even if there had been transfers to the 
trust within nine years of the final distribution, had the trust agreement provided that the 
income of the minor beneficiaries was to be accumulated until they reached 21, income so 
accumulated until they reached 21 would not be subject to the five-year throwback rule 
when paid out to them. See I.R.C. § 665(b) (1) (1954). 
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estate taxes to the members of Y’s immediate family. Moreover, the 
stock of AB Corporation has been effectively removed from Y’s es- 
tate for federal estate tax and Puerto Rican inheritance tax pur- 
poses. The price paid for these benefits was the United States and 
Puerto Rican gift taxes imposed at the time of the creation of the 
trust and the expenses incurred in the administration of the trust.” 

Had Y not used a Puerto Rican trust in this case but retained 
ownership of the AB Corporation stock, his minimum tax on 
AB Corporation earnings eventually distributed to him would have 
been at the United States capital gains rate of 25 per cent. The capi- 
tal gains rate would apply, however, only if the earnings of AB Cor- 
poration had been accumulated and the stock had been later sold or 
exchanged or the corporation later liquidated. If Y, as outright 
owner of the AB Corporation stock, had distributed corporate earn- 
ings to himself as they were earned, which was accomplished tax- 
free in alternate years during the first four years of the trust, the 
total income taxes imposed on such earnings would have been at 
a rate considerably higher than 25 per cent. Moreover, Y would not 
have removed from his gross estate either the net amounts returned 
to him from the operation of AB Corporation nor the AB Corpora- 
tion stock itself.®° 


Corporation Not Exempt From Taxation 
Unpver Inpustrimt Incentives Act 


Assume the same facts as in the above example except that AB 
Corporation does not qualify for tax exemption under the Industrial 
Incentives Act. The same gift taxes will be payable as in the first 
example. 

The payment of corporate dividends and the distribution of trust 
income will be handled differently in this case. In this connection, it 


79 If in this example it were desired to have the trust sell the 4B Corporation stock at 


the end of the exemption period, the proceeds of such sale could be distributed to the bene- 
ficiaries of the trust tax-free. The capital gain realized by the trust upon the sale of the 
stock would be exempt from Puerto Rican tax under section 3(¢) of the Industrial Incen- 
tives Act and would be exempt from United States tax under section 933 (1954). The dis- 
tributions to the beneficiaries would likewise be exempt from Puerto Rican tax, inasmuch 
as the exemption with respect to such capital gains does not depend upon the residence 
status of the recipients, and would be exempt from United States tax as final trust distrivu- 
tions made more than nine years after the date of the last transfer to the trust. 

80 The same technique employed by Y in this example at the inception of operations of 
AB Corporation might also be profitably used with respect to a Puerto Rican tax-exempt 
cor. cation which has been in existence for several years and which is holding an accumu- 
lated surplus, assuming that a transfer of appreciated securities to a Puerto Rican trust 
will not be subject to the 2744 per cent excise tax under section 1491 (1954) as a result of 
the apparent loophole with respect thereto. See note 50 supra. The gift tax consequences of 
such a transfer could be prohibitive, however. 
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is to be noted that a Puerto Rican surtax of 50 per cent of the net 
profits of AB Corporation will be imposed if the corporation im- 
properly accumulates surplus or profits.** 

The effective rates of Puerto Rican income tax imposed on corpo- 
rations resident in Puerto Rico vary from 21 per cent to 36.75 per 
cent. These rates will apply to the net income of AB Corporation re- 
gardless of the ownership of its stock. 

In order to avoid the possible imposition of the Puerto Rican ac- 
cumulated earnings surtax, 4B Corporation distributes dividends 
to the trust each year in an amount equal to its net income after cor- 
porate income taxes. In the year of receipt the trust distributes 
such amounts to the beneficiaries. The trust as an entity is thus not 
subject to Puerto Rican income tax on such income. The trust must 
withhold 20 per cent, however, in payment of the Puerto Rican in- 
come tax imposed on the distributions to the United States benefici- 
aries. Moreover, to the extent that the 20 per cent withholding tax 
does not fully satisfy the beneficiaries’ Puerto Rican income tax lia- 
bility, they must file income tax returns and pay the excess. The 
Puerto Rican income tax rates applicable to individuals are lower, 
however, than the rates applicable to individuals under the Internal 
Revenue Code.®? Assuming that no steps are taken to close the tax 


81 P.R. Laws ANN. tit. 13, § 3102 (Supp. 1957). The accumulated earnings tax of section 
531 (1954) will not apply, however, to the AB Corporation’s income from non-United 
States sources. 

82 The Puerto Rican personal income tax consists of a normal tax of seven per cent plus 
a graduated surtax at the following rates: 


Net Income Surtax 

$ 0-s 2,000 $ 5% 
2,000- 4,000 100 plus 8% on the excess over $ 2,000 
4,000- 6,000 260 plus 12% ‘* ‘* §S = 4,000 
6,000- 8,000 500 plus 15% ‘* ‘* = =< oe 6,000 
8,000— 10,000 800 plus 19% ‘* ‘* ¢&* ihe 8,000 
10,000— 12,000 1,180 plus 23% ‘* ‘* = §* “s 10,000 
12,000— 14,000 1,640 plus 26% ‘‘ ‘* ‘<5 iy 12,000 
14,00°— 16,000 2,160 plus 29% ‘* ‘‘ ¢<é sh 14,000 
16,000— 18,000 2,740 plus 32% ‘* ‘* ¢ ee 16,000 
18,000- 20,000 3,380 plus 34% ‘* ‘* 6 oes 18,000 
20,000— 22,000 4,060 plus 37% ‘* ‘* = § és 20,000 
22,000- 26,000 4,800 plus 40% ‘‘ ‘* ‘$5 os 22,000 
26,000— 32,000 6,400 plus 44% ‘* ‘* ¢ #3 26,000 
32,000— 38,000 9,040 plus 48% ‘* ‘* § sé 32,000 
38,000— 44,000 11,920 plus 54% ‘* «* «6 «« 38,000 
44,000— 50,000 15,160 plus 56% ‘‘ ‘* = ¢ - 44,000 
50,000— 60,000 18,520 plus 58% ‘‘ ‘* Se 50,000 
60,000— 70,000 24,320 plus 60% ‘‘ ‘* § °F 60,000 
70,000— 80,000 30,320 plus 63% ‘‘ ‘* * " 70,000 
80,000— 90,000 36,620 plus 66% ‘‘ ‘* “7 80,000 
90,000— 100,000 43,220 plus 67% ‘* ‘= ¢ us 90,000 
100,000— 150,000 49,920 plus 68% *‘ ‘* ‘§ «« 100,000 
150,000-— 200,000 83,920 plus 70% ‘‘ ‘* § ‘¢ 150,000 
Over 200,000 118,920 plus 72% ‘* ** § se 200,000 


There is also an additional tax imposed of five per cent of the normal tax and surtax. 














1961] PUERTO RICAN TRUSTS 507 


loophole discussed earlier with regard to current distribution of 
trust income, the beneficiaries would not be subject to United States 
tax on such distributions. 

Assume that the trust distributions of current income to Y’s wife 
in a particular taxable year total $20,000. The Puerto Rican with- 
holding tax will be $4,000. Assuming she has no other income from 
Puerto Rican sources in that year, her over-all Puerto Rican income 
tax liability with respect to the $20,000 will be $4,462.50.°* Thus, Y’s 
wife must pay $462.50 at the time she files her Puerto Rican income 
tax return. Her income from Puerto Rican sources for the taxable 
year is thus subject to tax at an over-all effective rate of approxi- 
mately 22.3 per cent, assuming such income is not subject to United 
States tax. If Y’s wife is in a high United States income tax bracket, 
substantial tax savings will have been effected. 

If it is assumed that the trust beneficiaries cannot safely rely on 
the absence of United States tax with respect to current distribu- 
tions, the trust in this illustration can nevertheless still be used to 
substantial tax advantage. The trust would accumulate the divi- 
dends received from AB Corporation instead of distributing them 
currently to the beneficiaries. The trust would be subject to Puerto 
Rican income taxes each year on its annual income, but would not be 
subject to United States income taxes as a result of the applic. m 
of section 933.** If the trust accumulated the income in such a man- 
ner as to avoid the application of the five-year throwback rule upon 
the eventual distribution of such accumuiated income to the benefici- 
aries, e.g., by accumulating such income unii! a final trust distribu- 
tion is made nine years after the last transfer in trust, the benefici- 
aries would not be subject to United States tax on the amounts so 
received. Tax savings would thus be effected as a result of tiie appli- 
cation of the lower Puerto Rican income tax rates to the trust in- 
come. Moreover, the use of a trust has removed the AB Corperation 
stock from Y’s estate for federal estate tax and Puerto Rican in- 


heritance tax purposes. 


Reat Estate Hep For Specunative APPRECIATION 


Let us assume that Y of our first example has purchased a parcel 
of non-income-producing land in Puerto Rico for $82,000, its fair 
market value, which he intends to hold for appreciation in value. 


83 This takes into account a $2,000 personal exemption to which Y’s wife is entitled and 
the maximum standard deduction of $1,000. Note that there is no marital split-income pro- 
vision under Puerto Rican law. 

84 Since trusts are subject to Puerto Rican tax at graduated rates, tax savings would be 
effected in this situation if separate trusts were created for each beneficiary. 
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Soon after the purchase of the land, Y transfers the land plus $18,- 
000 in cash, to be used for the payment of the Puerto Rican gift tax 
plus trust expenses, to a trustee, who is a bona fide resident of Puerto 
Rico, for the benefit of his wife to the extent of one-half and of his 
two children to the extent of one-fourth each, upon the same terms 
and conditions as the trust set forth in the first example, except that 
this trust is to be of a maximum duration of five years. The total gift 
taxes payable upon the transfer are $13,850, as in the first example. 

Approximately two years after the transfer in trust, the trustee 
is offered $213,000 for the land. The total trust expenses chargeable 
to capital account during this two-year period have amounted to ap- 
proximately $5,000. The trustee accepts the offer and sells the land 
for $213,000. Under United States and Puerto Rican law, a long- 
term capital gain of $126,000 has been realized. 

The trustee accumulates the $126,000 gain in the year of realiza- 
tion, and in January of the subsequent year makes a final trust dis- 
tribution of approximately $106,500 to Y’s wife, of which $63,000 
constitutes long-term capital gain, and approximately $106,500 to Y 
as general guardian of the persons and property of Y’s two minor 
children, of which $63,000 constitutes long-term capital gain. 

The capital gains of the beneficiaries are subject to Puerto Rican 
income tax at rates substantially less than 25 per cent. The trust it- 
self is not taxable on the over-all $126,000 gain, because the 65-day 
rule applies and causes the gain to be treated as distributed to the 
beneficiaries on the last day of the preceding taxable year, the year 
in which the gain was realized. Thus the trust is allowed a deduction 
for the entire amount of the gain.** The beneficiaries are not subject 
to the 20 per cent withholding tax with respect to the gains dis- 
tributed to them, as the withholding tax applies only to fixed or 
determinable annual or periodical income. The beneficiaries are sub- 
ject to Puerto Rican tax on the gains at the regular rates applicable 
to individuals, but they are entitled to a deduction of 75 per cent of 
the amount of the gains.**® Assuming that the beneficiaries received 
no other income from Puerto Rican sources during the taxable year, 
the Puerto Rican income tax liability of Y’s wife would be $2,863.88, 
taking into account her $2,000 personal exemption and maximum 
standard deduction of $1,000, or approximately 4.5 per cent of her 
$63,000 capital gain. The Puerto Rican income tax liability of each of 


85 P.R. Laws ANN. tit. 13, § 3162(c), (d) (1), and (3)(B) (Supp. 1957). 

86 P.R. Laws ANN. tit. 13, § 3117(b) (Supp. 1957), provides for a deduction from gross 
income in the case of individuals of 75 per cent of net long-term capital gains realized dur- 
ing the taxable year. 
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Y’s children would be $1,032.41, taking into account each child’s $800 
personal exemption and ten per cent standard deduction, or approxi- 
mately 3.3 per cent of each child’s capital gain of $31,500. 

With respect to the United States income tax, the trust is not sub- 
ject to tax on the capital gain in the year it was realized as a result 
of the application of section 933. Moreover, even assuming that the 
tax loophole mentioned earlier with respect to current distributions 
of trust income is closed, it appears that the beneficiaries are not 
taxable on the gain when it is received by them, since the gain was 
allocable to corpus,* was not paid out to them in the year received, 
and it was not the trustee’s practice to utilize capital gains in deter- 
mining the amounts to be distributed to beneficiaries. The gain 
would thus not be included in the distributable net income of the 
trust for such year,* and the trust would have no undistributed net 
income to which the five-year throwback rule could apply. 

It can therefore be seen that the use of a Puerto Rican trust in this 
example has whittled a 25 per cent capital gains tax of $31,500 down 
to $4,928.70. Moreover, the grantor has effectively removed the 
$213,000 proceeds from the sale of the land from his gross estate 
for United States estate tax purposes. 


ConcLusIon 


Through the use of Puerto Rican inter vivos trusts, United States 
investors who do not establish bona fide residence in Puerto Rico 
can secure tax benefits with respect to their Puerto Rican invest- 
ments which are comparable to the tax benefits realized by their 
counterparts who reside in Puerto Rico. These benefits, which exist 
with respect to both Puerto Rican and United States income taxes, 
can be obtained in a wide variety of situations, both within and with- 
out the scope of the Puerto Rican tax exemption program. 

The Puerto Rican law with respect to trusts, similar to the trust 
laws of the various states, is liberal and allows for wide use of 
trusts. While this law, which is part of The Civil Code of Puerto 
Rico, governs the validity of Puerto Rican trusts, the restrictive and 
technical Civil Code rules pertaining to family rights and obliga- 
tions, and to the status, condition, and legal capacity of persons, do 
not apply to grantors and beneficiaries who are not bona fide resi- 
dents of Puerto Rico. Thus a possible stumbling block to the use of 
Puerto Rican trusts is avoided. 

87 There is no requirement under Puerto Rican law that the capital gains of a Puerto 


Rican trust be allocated to income. 
8s See I.R.C. § 648(a) (3) (1954) ; Reg. Sec. 1.643(a)-3(a) (1956). 
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The prime tax benefit gained through the use of Puerto Rican 
trusts by United States investors stems from the applicability to 
trusts of section 933 of the 1954 Code under which income derived 
from Puerto Rican sources is excluded from the gross income of 
bona fide residents of Puerto Rico. Also of great importance are the 
United States income tax provisions which allow accumulated trust 
income to be passed on to the trust beneficiaries free of tax in those 
situations where the application of the five-year throwback rule is 
avoided. Similarly, of key importance where Puerto Rican tax 
exemption is a factor, is section 3(a) of the Industrial Incentives Act 
which allows profit distributions from the first seven years of opera- 
tions of a tax-exempt business to be made tax-free to persons, includ- 
ing trusts, who are residents of Puerto Rico, where the distributions 
are made within the first 15 years of the commencement of opera- 
tions. Finally, an apparent United States income tax loophole pres- 
ently excludes income from Puerto Rican sources from the distrib- 
utable net income of a Puerto Rican trust. 

When these tax considerations are applied in situations where 
the timing of trust receipts and distributions can be controlled, in- 
numerable possibilities are presented for the elimination or sub- 
stantial reduction of United States and Puerto Rican income taxes. 
While the establishment of a Puerto Rican trust will entail the usval 
trust expenses and may incur United States or Puerto Rican gift 
taxes, this appears to be more than a fair price for the income and 
death tax benefits which are obtained in return. 
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Book Review 


TAXATION OF FOREIGN INCOME. By Boris I. BIrTKER AND LAURENCE F. Ess. 
Stanford: Law School of Stanford University, International Legal Studies 
Program, 1960. Pp. xii, 580. $5.00. 


This is the preliminary edition of a casebook that should prove most helpful 
in the teaching of taxation. There is a constantly growing interest in the taxa- 
tion of foreign income not only among students of taxation but the general 
public, particularly the business community. The interest of the latter is evi- 
denced by the great number of conferences and seminars held in the last few 
years by various business and trade associations. This growing interest is 
easily understandable when it is realized that the pattern of United States 
business and industry has undergone a considerable change. To operate in 
many countries apart from the United States is becoming more and more com- 
mon for American business. 

This possibility raises many economic and legal problems, among them, 
those of taxation. Nevertheless, it seems to be a fact that the teaching of taxa- 
tion at most of our universities has been slow in adapting its program to this 
new situation. True, many of our great schools are focusing their attention on 
international legal studies, but there are relatively few instances where an 
opportunity is offered to the law student or practitioner for a systematic 
study of this newly emerging area of taxation. 

This lack of opportunity for study is related to the scarcity of teaching 
tools. Although there is a large number of articles and even books discussing 
various aspects of international taxation, until now there was no casebook 
covering systematically the entire area of United States taxation as it applies 
to foreign income or foreign taxpayers. Hence a special word of commenda- 
tion is due to the authors for their pioneering effort. 

As explained in the preface to the book, the title Taxation of Foreign In- 
come describes cases and materials on the application of the national tax laws 
to income derived from foreign sources by nationals and residents of the tax- 
ing country and from sources within the taxing country by non-resident 
aliens and foreign corporations. Income from the latter sources is also 
‘*foreign’’ income in relation to its recipient. In view of our new national 
policy of attracting foreign capital investments as one of the means of cor- 
recting our balance of payments position, and also the rapid economic growth 
of the European Common Market, European Free Trade Area, and Japan, it 
may be assumed that the incidence of problems of taxing income earned in 
this country by foreign investors will be on the increase. 

It is very gratifying that the authors did not limit themselves to cases and 
materials that would acquaint the student merely with the mechanical appli- 
cation of the United States statutory rules. Rather, they endeavor to give 
him an opportunity to grasp the broad principles governing the exercise ¢ * 
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taxing jurisdiction by including also League of Nations documents and arti- 
cles shedding light on the various approaches to the solution of the problem 
of international double taxation. The extensive notes contain not only com- 
ments and explanations by the authors but also raise puzzling questions and 
include a multitude of provocative material.-The copious bibliographic refer- 
ences will enable the student to continue in a searching analysis of the various 
problems and at the same time will render the book useful and valuable to 
practitioners. 

The income tax laws dealt with in the casebook are mainly those of the 
United States. The authors also have included a number of foreign decisions 
and materials so as to give the reader ‘‘insight into the reach of foreign tax 
laws.’’ However commendable this attempt to broaden the coverage of the 
book may be, it must be realized that a few selected foreign decisions cannot 
show the immense variety of approaches to the exercise of taxing jurisdiction 
among the nations of the world. 

Presenting a comprehensive picture of the diverse and often conflicting 
principles upon which nations base their jurisdiction to tax is, of course, 
beyona the scope of this book. The writing of a study on this subject, often 
referred to abroad as international fiscal law, would be a monumental under- 
taking, let alone the preparation of a casebook. The authors’ real contribution, 
however, is in providing a casebook for the study of United States tax laws 
as they apply to foreign income, and to income received by non-resident aliens 
and foreign corporations from the United States. 

The first chapter is devoted to Bases for Taxation of Foreign Income. There 
are two principal bases of United States taxing jurisdiction, i.e., nationality 
and residence and source. Whereas under the former, United States citizens, 
residents, and domestic corporations are taxed in personam, that is, on their 
global income regardless of source, under the latter, non-resident aliens and 
foreign corporations are taxed in rem, that is, only on income derived from 
sources within the United States. It might be helpful if in the subchapter 
entitled Theories of Jurisdiction, the line between these two jurisdicti-r®! 
bases were more clearly drawn. It would seem that concepts, such as trv 
business or permanent establishment, are not jurisdictional bases but — -rely 
factors determining the extent to which taxation based on the prir ple of 
source is exercised. Hence, a foreign corporation engaged in trade or . siness 
within the United States and called a resident foreign corporation -. . .2ject 
to United States tax only on income derived from sources within the United 
States and not on global income as a resident alien would be. 

A separate chapter is devoted to the income tax treaties which form an 
important part of the United States taxation of foreign income. The authors 
have included here the text of the income tax convention with the United 
Kingdom and other related materials. The pattern of this convention is ful- 
lowed only in two other conventions, namely, with Ireland and New Zealand. 
The majority of conventions concluded by the United States adopt a simpler 
procedure in making their provisions generally inapplicable to United States 
citizens, residents, and domestic corporations. I wonder whether it would not 
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be more useful to select one of our newer conventions for inclusion in the book 
instead of the convention with the United Kingdom. 

These comments are made simply that they may be considered by the au- 
thors in preparing the final edition. They are not meant as criticism of the 
casebook which represents a major contribution. 


—ALAN R. Rapo* 


* Member of the New York and District of Columbia Bars and of the faculty of New 
York University School of Law, and a practicing attorney in New York City. 

















Selected Tax Reading* 


Cases Taxina EMPLOYEE ON COMMISSIONS ON SALES TO HimsELF THREATEN 
Frince. By James S. Evustice. 13 J. Taxation 322 (1960). 


This is an examination of the problems raised by the recent decisions ia the 
Daehler and Minzer cases which taxed employees on commissions which they 
earned on purchases for their own accounts. The significance of these cases in 
relationship to the areas of ‘‘imputed income,’’ ‘‘ bargain purchases,’’ and so- 
called employee ‘‘fringe benefits’’ is also discussed. The author concludes that 
the decisions do not represent a material extension of the concept of ‘‘gross 
income’’ in the constitutional sense, but are perhaps more important as indi- 
cations of restrictive Service attitudes in the fringe benefit field. 


Exection Concept in Tax Law, THe. Note. 47 Va. L. Rev. 72 (1961). 


This note examines the existence and use of the election concept as an equi- 
table principle in the drafting of various statutory provisions in the tax law. 
The doctrine is examined first in regard to its general scope and applicability 
under the tax law, and then in relation to its specific use under the installment 
sale provisions of the Code. The statute, administrative history, and litigation 
in this particular area are analyzed in detail to illustrate the effectiveness of 
this principle in its operation under the installment sale rules. 


REFLECTIONS Upon THE AMERICAN Law InstiTuTE Tax PROJECT AND THE 
INTERNAL REVENUE CopE: A PLEA FoR A MORATORIUM AND REAPPRAISAL. 
By Wim L. Cary. 60 Cotum. L. Rev. 259 (1960). 


This article deals at length with a fundamental question of tax policy which 
has long been a battleground for tax lawyers, administrators, educators, and 
lawmakers, namely, to what extent should Congress attempt to specify in de- 
tail the particular substantive rules in the tax law? This continuing conflict 
between the use of ‘‘rules of specificity’’ as opposed to ‘‘rules of general prin- 
ciple’’ has not as yet produced a clear-cut victory for either side. However, it 
is the author’s view (and one which is taken with alarm) that the advocates 
of detailed, specific, and all-inclusive statutory rules are currently in the 
ascendency, with results that are something less than satisfactory. Instead of 
creating certainty through the enactment uf detailed and elaborate provisions 
in the statute, argues the author, the outcome of this approach more often has 
been confusion, complexity, and chaos. It is the thesis of this paper that Con- 
gress should legislate only at the broader policy level, leaving the elaboration 
of specific details to administrators and to the courts. 


* Compiled by Jamzs 8. EvstIce. 
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Stock REDEMPTIONS AND THE ACCUMULATED Earnines Tax. By Davin HEr- 
witz. 74 Harv. L. Rev. 866 (1961). 


This article represents an exhaustive and significant analysis of an impor- 
tant aspect of stock redemption agreements which has been receiving in- 
creased attention from the courts and the Commissioner, namely, what effect 
does a stock redemption agreement have on the corporate liability under sec- 
tion 531 of the Code for unreasonable accumulations of earnings and profits 
of the company? This important issue has recently spawned some interesting 
litigation, which the author analyzes in detail in this excellent and informa- 
tive article. 


TAXATION OF CONVERTIBLE Bonps AND Stock, THE. By ARTHUR FLEISCHER, 
JR., AND WiiuiAM L. Cary. 74 Harv. L. Rev. 473 (1961). 


This comprehensive and significant article analyzes in detail the present re- 
quirements for achieving tax-free status for exchanges of convertible securi- 
ties for common stock. The authors propose several alternative theories with 
a view to achieving more equal and rational tax treatment of similar transac- 
tions. The often obscure and inconsistent tax principles which now appear to 
govern this important area of corporate finance are examined in intensive 
detai! by the authors, who serve to bring considerable light by their efforts to 
this hitherto neglected area of the tax law. This article should serve as must 
reading for anyone involved in a tax problem relating to convertible securi- 
ties. 


TAXATION OF INDIVIDUALS WITH FiuctuATING INcomgEs, THE. By ApDRIAN 
KRAGEN AND JACQUES Aber. 48 Cauir. L. Rev. 31 (1960). 


This article analyzes the difficulties encountered by taxpayers with fluctu- 
ating incomes due largely to the rigid concept of the annual taxable year and 
to the lack of any effective provisions in the Code for averaging of taxable 
income. The policies inherent in such an averaging concept are examined by 
the authors, together with the current devices available to taxpayers to con- 
trol the timing of taxable receipts, e.g., deferred compensation arrange- 
ments, the bunched income provisions of the Code, and capital gain treatment 
available to certain special groups of taxpayers. The authors propose that 
some comprehensive form of averaging device be adopted to place taxpayers 
who rec: ve fluctuating incomes on an equal basis with those whose receipts 
occur in a more regular pattern. 


TAXATION OF Private ANNuITIES. By Paut A. Wauuace, Jr. 40 Bost. U. L. 
Rev. 349 (1960). 

This is an analysis of the various income, estate, and gift tax problems of 
the transferor and the transferee of property in a private annuity situation. 
Among such problems discussed in this article, the following are illustrative : 
gan or loss to the transferor—the timing and nature thereof; deductibility 
of payments by the transferee ; basis problems of the transferee ; and the diffi- 
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culties of valuation which permeate this entire area. This article serves as a 
useful summary of the various factors which must be considered by tax coun- 
sel in considering the merits of a private annuity arrangement. 


TAXING THE StaTE oF Minp. By Epwin S. CoHen. THe Tax Executive 200 
(Apri, 1960). 


The author examines those provisions of the statute which make a partic- 
ular liability for tax turn upon the presence or absence of a tax-avoidance 
purpose on the part of the taxpayer. The wisdom of this policy, which has 
recently been adopted with increasing frequency by statutory draftsmen, is 
brought to task by the author in this thoughtful and thought-provoking ar- 
ticle. It is the thesis of the author that the income tax should be levied on the 
basis of the economic effect of transactions and not by reference to the 
presence or absence of subjective motives of taxpayers to minimize their tax 
burden. The various provisions dealing with tax-avoidance motive are then 
analyzed in the light of this premise to illustrate the difficulties inherent in 
basing the tax liability upon the subjective motives of the particular taxpayer 
involved. 


Trust GRANTORS AND SECTION 674: ADVENTURES IN INcomME Tax AVOIDANCE. 
By Davi WEstTFALL. 60 Couum. L. Rev. 326 (1960). 


A detailed analysis and criticism of the provisions of one of the so-called 
‘*Clifford’’ sections of the Code which tax the grantor of a trust on the income 
therefrom where he retains dominion and control over the trust. The author 
examines in depth the policies and historical backgrcund which led to the 
adoption of this provision of the Code and questions whether a new approach 
should not be adopted in this area. It is the conclusion of the author that sec- 
tion 674 represents an unwarranted and unjustifiable approval of various tax- 
avoidance schemes and thus should be substantially revised to prevent the 
abuses which have apparently been sanctioned thereby. 











